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ACCOUNTING PRINCIPLES UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 
A SYMPOSIUM 


FoREWORD BY E. L. KOHLER 


with responsibility for the activities 

of the American Accounting Associa- 
tion and its predecessor during the last 15 
years frequently have occasion to recall the 
annual meeting six years ago. For nearly 
ten years various members had proposed a 
restatement of the aims and purposes of 
the Association: a broadening of its ex- 
pressed scope to cover the range of activi- 
ties in which it seemed actually to be en- 
gaging, and a more direct participation in 
practical affairs where national associa- 
tions up to that date had seemed to be de- 
vices for the protection and defense of 
members, rather than mediums for the 
clarification and expansion of their fields 
of endeavor. Among other things, the de- 
vising of unequivocal statements of profes- 
sional principles and policies had been sug- 
gested as a major project, notwithstanding 
that the normal interests of the Associa- 
tion had been variously described as be- 
longing to the realm of theory, pure sci- 
ence, and academic narrowness. The 
ability of organizations of practicing ac- 
countants to produce such statements had 
been seriously questioned. Self-interest, an 
understandable and wholly human attri- 
bute of those whose lives had been dedi- 
cated to a pioneering profession, had 
seemed to block the advancement of ac- 
counting ideology and to prevent the gen- 
eral recognition of such commonplace 
virtues as frankness, consistency, adapt- 


Toe of us who have been charged 


ability to changing conditions, and, above 
all, active social responsibility. 

It has been said that every profession 
ought periodically to frame a statement of 
the principles it seeks to follow and a dec- 
laration of its general relationships with 
the outside world. In a very real sense a set 
of principles or standards becomes a defini- 
tion of the profession itself: an indication 
of the boundaries it has set as distinguish- 
ing its field of interest from related fields. 
It serves as a discipline for those inside the 
boundaries, and as a guide to outsiders 
who have relations with those within the 
delimited area. 

When, therefore, the name of the Associ- 
ation was changed from a title not as de- 
scriptive as its length made it appear to 
one which could be associated with the 
whole field, and when the character of the 
organizational structure was altered from 
a passive interest in accounting instruction 
to an active participation in the examina- 
tion, clarification, and definition of the ac- 
countant’s field of activities, the Associa- 
tion’s members were confident, I am sure, 
that a change to the good had been ef- 
fected. Within six months the Associa- 
tion’s executive committee had formulated 
an experimental statement of principles 
which was both welcomed as a needed ex- 
position of the position which many ac- 
countants had long adhered to, and as a 
challenge to the diversity of accounting 
practice which at that time the Securities 
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and Exchange Commission among others 
was seeking to correct. Of course there 
were strenuous objections: some said the 
statement was incomplete and far too nar- 
row in its concept because it was confined 
to corporate financial statements; others 
questioned the attempt to standardize 
practices which were alleged to be not yet 
ready for standardization. Among the 
statements made was a most curious and 
oblique criticism, for which I recall the 
American Institute of Accountants gave a 
substantial prize award, to the effect that 
the word “principles” was prone to be mis- 
used: that the ethical precepts of account- 
ants stood at various levels of compulsion 
and deserved to be considered, in their ap- 
plications to particular situations, on such 
levels. 

As the years went by the Association’s 
statement gained increasing acceptance 
among practitioners. It became evident, 
however, that the language of the earlier 
statement was that of a small group which 
although obvious enough to that group, 
lacked clarity and precision to others. Be- 
sides, with each passing year came a new 
emphasis to items that had previously re- 
ceived scant treatment; on the other hand, 
a number of matters demanding attention 
in 1936 were almost forgotten in 1941. So 
it seemed eminently desirable to recast the 
statement; and I need not remind you that 
the Association’s Executive Committee, 
through a Projects Subcommittee, did the 
recasting during the first six months of 
1941, and that the results were published 
in the June 1941 issue of the ACCOUNTING 
REVIEW: exactly five years after the pub- 
lication of the first statement. Recently re- 
prints of the statement have been made 
available to the Association’s members and 
to the members of the American Institute 
of Accountants. 

A good deal of time was given to the 
phrasing and rephrasing of this statement; 
but despite this painstaking effort I believe 


I am safe in saying that no member of the 
Committee imagines that the final word 
has been said on the subject, and I am sure 
the contributors to the present symposium 
know that no such degree of finality has 
been intended by the Association. The job 
is by no means done; in fact, it is a job 
that conceivably never can be completed. 
Changes of emphasis are rapid, changes in 
substance less rapid but no less certain; 
and not much time is required to observe 
that these shifts render obsolescent tomor- 
row whatever any of us have the power of 
saying today. 

It would be out of place in these intro- 
ductory remarks to examine the subject- 
matter of the Association’s statement; that 
has been done by the participants in this 
symposium. But a remark or two on the 
general composition of the statement may 
be of interest here. 

First, the statement and the ideas be- 
hind it are group products. The language 
is that of no one person. As far as such a 
thing is possible it is the language of the 
persons whose names appear in the reprint 
of the statement. Of course some of us have 
our pet phrases; but they were rejected if 
they had not been adopted as essential lan- 
guage by the whole group. And this leads 
me to assert that any such statement as 
the one we are now considering is best 
phrased under the critical endeavors of a 
fairly large number of persons. 

Second, varying word usages and effects 
presented this drafting group with its 
greatest problem. What is referred to as 
semantics is not often thought of as having 
application to accounting. But in a state- 
ment which is to relate to many persons 
much of its value may depend on the suc- 
cess with which the problems commonly 
dealt with by semanticists have been re- 
solved. Whatever success has been at- 
tained will certainly be partly dependent 
on our avoidance of pitfalls in which gen- 
eral statements may so easily be caught. 
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Finally I should like to add my personal 
hope that this Association will not be dis- 
suaded from continuing to devote its at- 
tention to the statement and restatement 
of the principles and policies which its ex- 
ecutive committee thinks the profession 
ought to observe. Practitioners have every 
reason to be assured that these endeavors 
are very earnest, and wholly indispensable 
in the training of students who are about 
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to enter the practical field. They should be 
assured, too, that a valuable objectivity 
can be gained through the medium of this 
Association, which might well be despaired 
of in organizations where the solution of 
immediate problems of practitioners must 
of necessity receive first emphasis. To that 
end, the indulgence and tolerance of the 
profession is needed, and its constant, criti- 
cal coéperation is essential. 


The papers on the Association’s statement by Messrs. Staub, Dohr, and Broad follow. 
Appended to each paper appear transcripts of discussions by Messrs. Paton and 
Werntz. These papers and discussions were presented at the Association’s meeting on 


December 29. 


THE COST 


PRINCIPLE 


WALTER A. STAUB 


N CONSIDERING the cost section of the 
I Statement of Accounting Principles 

Underlying Corporate Financial State- 
ments, which was issued by the American 
Accounting Association in June, 1941, I 
assume it is the wish of those who arranged 
the program for this session that I speak 
from the standpoint of the practicing ac- 
countant rather than deal with the subject 
from the viewpoint of pure theory. It may 
seem trite, but nevertheless necessary “for 
the record,” to point out that “Cost’’ is 
one of those words which sounds as though 
it were a very simple concept, but which 
proves to be anything but simple in many 
of the situations in which cost must be de- 
termined or applied. The hypothetical 
“man in the street’”’ would probably be sur- 
prised if he were told that determining the 
cost of various kinds of property which 
enter into financial statements (both bal- 
ance sheet and income statement) must 
frequently be based on various assump- 
tions so that, as finally stated, the cost, 
whether it be of property carried as an as- 


set, or of property sold for which cost is 
stated in the income account, cannot be 
regarded as conclusive and indisputable. 

The revised statement by the American 
Accounting Association naturally interests 
the practicing accountant most from the 
standpoint of whether or not it enunciates 
either new principles or variations of prin- 
ciples recognized in the past. In consider- 
ing that portion of the revised statement 
which enunciates the cost principle for the 
purpose of stating property in the balance 
sheet as an asset, or of applying costs 
against revenues for the purpose of arriv- 
ing at income, I do not for the most part 
see any material modification from the 
principles or practices long recognized by 
the accountancy profession and enunciated 
in the works on accounting written by 
those who have had long experience in the 
profession. 


WHAT Is cost?! 


As has often been pointed out, while the 
1 The complexity of the problem of “What Is Cost?” 
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formulation of principles may not be an 
easy matter, the practical application of 
them is often still more perplexing than the 
enunciation of the basic theory. I trust 
that in reiterating this oft made statement 
I shall not be misunderstood as either dis- 
paraging or undervaluing the contribution 
which the American Accounting Asso- 
ciation is seeking to make to a clear un- 
derstanding of basic principles for the 
preparation of dependable financial state- 
ments of corporations. On the other hand, 
I would not be frank if I did not express 
the impression I get from the revised state- 
ment that the language used is sufficiently 
flexible to bring within it practically any of 
the presently recognized methods of cost- 
ing sales and stating inventories, and that 
the statement leaves wide open the ques- 
tion of how Cost shall be determined in 
widely differing circumstances. 

The general statement that “Cost in- 
curred is measured by cash outlay or by 
the fair market value of considerations 
other than cash” may be readily accepted, 
but it is the determination of cost when, 
for example, there have been en-bloc pur- 
chases of a number of different kinds of 
property, or a mixed aggregate of tangibles 
and intangibles, that the determination of 
the cost applicable to each, even where 
there has been cash outlay, becomes a 
practical problem in the solution of which 
the accountant is not much helped by the 
general statement. Similarly, the deter- 
mination of “the fair market value of con- 
siderations other than cash” poses many 
practical difficulties where, for instance, a 
new corporation is issuing all of its capital 
stock (which may as yet have no estab- 
lished or recognized value) for property, 


was well brought out in two papers with that title which 
were submitted by Professor R. C. Jones, vice-president 
of the American Accounting Association, and Mr. E. B. 
Wilcox, C.P.A., a former president of the Illinois 
Society of Certified Public Accountants, at the 1941 
annual meeting of the American Institute of Account- 
ants. 


the present market value of which may be 
most uncertain or at best must be the sub- 
ject of estimate. Again, when cost is to be 
determined for goods which have been sold 
(delivered), the practical questions which 
arise in a business with modern production 
methods and with a variety of products 
and a highly departmentalized manufac- 
turing organization obviously make the 
determination of the cost of a sales a proc- 
ess which inherently rests on many differ- 
ent assumptions and sometimes only in- 
telligent guesses. 


COSTING METHODS 


Aside from these problems, there is also 
the basic question of which of the various 
methods of costing sales and stating inven- 
tories that have become recognized in the 
course of the years, and some of which are 
more used in some industries than in 
others, shall be used in making such deter- 
minations. For example, among the meth- 
ods more or less in use are the (a) specific- 
cost, (b) average-cost, (c) base-stock, (d) 


first-in, first-out, (e) last-in, first-out, (f) 


standard-cost, and (g) retail methods. 
These are all in the first instance types of 
cost determination; the comparison of 
them with current-replacement or other 
types of current-market cost is a further 
step in the application of the long-enunci- 
ated principle of “cost or market, which- 
ever is lower.” 


COST APPLICABLE TO FUTURE 
OPERATIONS 


I see nothing in the cost principle in 
Section A of the Association’s statement 
which refers specifically to the concept or 
rule of “cost or market, whichever is 
lower.’ However, it would seem to me that 
that concept could be brought within the 
requirement for the determination of “the 
amount of cost which is reasonably appli- 
cable to future operations.” 

Even where it may be possible to apply 
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literally the specific-cost method of costing 
sales and determining cost of inventory, 
the result might be misleading because of 
a difference between the physical flow of 
materials and finished product and the 
economic relation of sales to purchases. 
For example, if in an industry in which one 
material forms a major part of the cost of 
the finished product, and there is a close 
relationship between the purchasing mar- 
ket price of such material and the selling 
market price of the finished product, ma- 
terial purchased at 10¢ per pound to cover 
the requirements for filling sales order A 
taken at 15¢ per pound, might in fact be 
used to fill sales order B taken at 18¢ per 
pound; and, contrariwise, material pur- 
chased at 13¢ per pound to cover sales 
order B might be used physically to fill 
sales order A, because the delivery date on 
sales order A was later than the delivery 
date for sales order B. Assuming that, after 
the receipt of the materials purchased for 
the two sales orders, and after the delivery 
of sales order B, a balance sheet date in- 
tervenes before the delivery of sales order 
A, the application of the specific costs 
method to the material purchased at 13¢ 
for filling sales order B is on hand, would 
not be a proper inventory cost, because 
the related purchase price of the material 
on hand (which will be used to fill order A, 
taken at 15¢) is only 10¢ and not 13¢. 
From the foregoing illustration, which 
indicates that the determination of “the 
amount of cost which is reasonably appli- 
cable to future operations” may not be a 
simple matter, even where it might appear 
possible to apply the specific-cost method, 
one may go on to the reasoning that, since 
the first-in, first-out method is based on an 
assumption which is not necessarily true, 
the last-in, first-out method may be much 
more significant of realistic costs for de- 
termining either the cost of sales for a 
. fiscal period or the cost of the inventory on 
hand at the close of such fiscal period. 


LAST-IN, FIRST-OUT 


In 1934 I wrote a brief article, which was 
based on talks I had given to several 
N.A.C.A. Chapters in the previous year on 
“Adjustment of the Balance Sheet to 
Present-Day Business Conditions.” It in- 
cluded the following paragraphs: 


The time-tested principle of “cost or market, 
whichever is lower,” is on the whole still the best 
to follow. But question has from time to time been 
raised which cost is to be applied to the goods sold 
and which cost is to be applied to the goods re- 
maining on hand. Shall it be “first-in, first-out”; 
or “last-in, first-out”; or “average of the begin- 
ning-inventory cost plus subsequent purchase or 
production cost” (on a weighted average basis)? 

This question has been receiving renewed con- 
sideration because it is of greatest importance in 
periods when a radical change in the price level 
occurs (whether up or down) as during the depres- 
sion period. When the price movement is upward, 
as during the World War, the use of the “first-in, 
first-out” costing of sales tends to show large 
profits because of selling at mounting prices goods 
purchased at the lower price level, although if the 
concern is to remain in business it must immedi- 
ately replace the sold goods with others purchased 
at prevailing higher prices. The effect is that the 
valuation of the inventory is at the highest recent 
cost, and the profits shown on goods sold have to 
a large extent not been realized in the sense that 
they are available for distribution but they have 
had to be reinvested in large part in maintaining 
a stock of goods no larger in quantity than that 
previously carried for a much smaller investment. 
When the inevitable drop in the price level occurs, 
large losses on inventory values are shown in ad- 
justing to “cost or market, whichever is lower.” 
In 1920 many concerns showed inventory losses 
which offset to a considerable extent the large 
profits apparently earned during the war period. 
Similarly, large inventory losses due to the tre- 
mendous drop in prices during the present depres- 
sion have in the case of many companies ab- 
sorbed profits shown during the time that a high 
cost was being developed for the inventory. 

The question has been raised whether, assum- 
ing a starting inventory at a low enough level so 
that prices would hardly drop below it excepting 
under catastrophic conditions, the use of the 
formula of “last in, first out” in costing goods sold 
would not result in a truer picture of actual profit. 
The argument can be made that there is a closer 
relation between the prices of goods last purchased 
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and of the goods currently sold than between the 
earliest purchases of goods on hand and of the 
goods currently sold. 

In the case of industries or concerns the inven- 
tories of which are ordinarily very large in rela- 
tion to other assets, as, for example, the oil in- 
dustry where large quantities of crude oil may be 
carried in stock continuously—the “last-in, first- 
out” method of costing sales has a tendency to 
minimize the extremes of profits and losses. The 
profits shown in periods of rising prices would 
tend to be less than by using the formula of 
“first-in, first-out,” and correspondingly in peri- 
ods of falling prices such losses as might be shown 
in reducing inventories to lower market prices 
would not be as great as would otherwise have to 
be taken. It is to be noted that the formula of 
“cost or market, whichever is lower” would still 
govern the valuation of the inventory and would 
correct the tendency which might develop in a 
period of falling prices for the inventory to re- 
main at a higher price level than the current prices 
at which sales would be costed. 


I realize that the “‘first-in, first-out’’ as- 
sumption is, from the standpoint of book- 
keeping or current accounting technique, 
in some cases more convenient of applica- 
tion than the last-in, first-out assumption, 
and I am familiar with the argument that 
the former is more nearly in accord with 
the probable course of the physical han- 
dling of materials, and perhaps of prod- 
ucts, than the latter. As I have already 
pointed out, however, even an actually 
discerned flow of materials may not always 
be relied upon to determine the cost which 
should be related to a given item of sales 
revenue. The business or economic rela- 
tionship must also be considered, and in 
many cases this may be more clearly 
shown by the use of the last-in, first-out 
assumption than by the use of the first-in, 
first-out assumption. 

In the course of the past forty years I 
have observed two complete major cycles 
of rapidly mounting prices and just as 
rapid—perhaps even more so—declines in 
prices, and now we are seeing a third rise 
in the price level because of abnormal con- 
ditions arising out of the present world 


war. Based on my observation of the past, 
I believe that a more general use of the 
last-in, first-out principle in stating costs 
of sales, and consequently industrial prof- 
its, would be desirable for the business 


economy of the country than adhering . 


principally to the first-in, first-out assump- 
tion, especially during periods of abnormal 
price movements. 

Exaggerated profits during a time of 
rising prices and correspondingly exag- 
gerated losses when prices are falling cata- 
strophically, with the reflex action of such 
exaggerations upon security prices (such 
prices representing fundamentally a capi- 
talization of indicated profits and a magni- 
fied depressing effect of reported losses) 
seem to me economically unsound and un- 
realistic. I do not regard the effect of the 
last-in, first-out assumption, in an attempt 
to avoid such exaggeration, as a mere 
equalization of profits and losses between 
fiscal periods but an endeavor to relate in 
a far seeing and realistic manner costs to 
resulting revenues and especially to give 
full weight to the continuity and going 
concern nature of any business to which 
this assumption may properly be applied. 

Further, I believe the essence of this as- 
sumption or method of costing may have 
a widespread application, though the re- 
sult may, as a matter of practical pro- 
cedure, be arrived at by different routes. 
For example, if the method were to be 
utilized in the department store field, 
where the retail inventory method is in 
general use, a practical application of the 
last-in, first-out assumption would be the 
use of price index figures for the adjust- 
ment of departmental inventories arrived 
at on the retail method basis. 


WHAT IS MARKET? 


Whether “the amount of cost which is 
reasonably applicable to future opera- 
tions” shall be based on the test of the 
price at which goods could be replaced 
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(either by purchase in the case of materi- 
als, or by purchase of materials and fabri- 
cation thereof in the case of finished prod- 
ucts) at or about the balance sheet date, 
or upon the realization value as indicated 
by selling prices less an allowance for sales 
and administrative expenses, does not ap- 
pear to be dealt with in the Cost section of 
the Association’s statement. This is one of 
the most controversial aspects of the sub- 
ject of inventories which the Committee on 
Accounting Procedure of the American 
Institute of Accountants is studying. The 
answers to the questionnaire which that 
Committee sent to its members, the results 
of which were published in the April, 1941, 
issue of the Journal of Accountancy, indi- 
cated that ten replies out of sixteen fa- 
vored the lowest of (a) cost, (b) replace- 
ment cost, or (c) net realization, for the 
application of the “‘cost or market, which- 
ever is lower,” rule. 

To state the matter in another way, 
since the results of the operations of each 
fiscal period are presumed to be stated on 
the basis of the conditions under which the 
business was carried on in such period, and 
provision should be made for losses the 
possibility of which is indicated by condi- 
tions obtaining at the close of the period, 
“the amount of cost which is reasonably 
applicable to future operations” would be 
that which in theory the management 
would be willing to incur for the inventory 
carried forward to the next year’s opera- 
tions on the basis of the buying and manu- 
facturing conditions obtaining at the be- 
ginning thereof. It seems to me also that it 
is to be assumed that business is carried 
on for the purpose of making a profit, and 
that the cost to be carried forward as a 
charge reasonably applicable to future op- 
erations would be the lowest of the three 
alternatives of (a) cost, (b) replacement 
cost, or (c) net realization, rather than an 
amount which would represent a mere 
hope of breaking even in respect of the 
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inventory on hand at the balance sheet 
date. 

Several important exceptions may be 
recognized to the general application of 
“‘market”’ when it is currently lower than 
cost. One is that which is enunciated in the 
Treasury regulations, viz., that “goods on 
hand or in process of manufacture for de- 
livery upon firm sales contracts (i.e., those 
not legally subject to cancellation by either 
party) at fixed prices entered into before 
the date of the inventory, under which the 
taxpayer is protected against actual loss, 
...must be inventories at cost.” The 
premise should be included that the goods 
were sold at prices which would yield a 
normal profit. The practical problem in- 
volved is to determine whether such sales 
orders will stand “firm.” 

The other exception which may properly 
be made is one which has become recog- 
nized only in recent years. It obtains in 
those cases where, even in the absence of 
“firm sales contracts,” the conditions un- 
der which the business operates are such 
that a continuing normal relationship 
exists between cost and prospective reali- 
zation, so that fluctuations in the price of 
materials after their purchase or in the 
replacement cost of finished products after 
their manufacture, do not in fact affect the 
profit normally to be realized. These condi- 
tions may be found where there are estab- 
lished markets for products of the con- 
cern which are patented, trade-marked or 
otherwise controlled. 


PROPERTY NO LONGER USEFUL 


The statement made in paragraph A-4 
that “costs of productive factors or other 
resources which are no longer useful should 
be reduced to realizable value” would, I 
think, be generally concurred in by prac- 
ticing accountants. Here again, however, 
the real problem is both for the manage- 
ment to arrive at some realizable value 
figure which it is prepared to introduce in 
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the financial statements, and concerning 
the apparent probability of realization the 
independent accountant can satisfy him- 
self. No type of asset is more uncertain as 
to realization, whether in the case of a 
going concern or in the case of one in bank- 
ruptcy or otherwise entering upon liquida- 
tion, than land, buildings and equipment. 
When manufacturing property, and I as- 
sume this is meant by “productive fac- 
tors,’’ is no longer in active use, it becomes 
just about as much a gamble to estimate 
the realizable value as it is to determine 
what should be the declared value of capi- 
tal stock which will serve as a basis for the 
determination if declared value excess prof- 
its tax for a three-year period. It depends 
on good or ill fortune whether there hap- 
pens to be someone who may be able to 
use the property to advantage and with 
whom contact may be effected, or whether 
the property will have to be practically 
scrapped and the land used for a new en- 
terprise. The range of possibilities is so 
great that it is readily to be understood 
why management in many such cases may 
incline to the view held by the Treasury for 
income-tax purposes, viz., that the deter- 
mination of profit or loss had best be de- 
ferred until the property has actually been 
sold, notice, however, being given in the 
balance sheet that the property is no 
longer in active use. I recognize that the 
income-tax law does not always make for 
good accounting practice, even though 
Section 41 of the Internal Revenue Code 
starts out with the premise that “The net 
income shall be computed upon the basis 
of the taxpayer’s annual accounting period 
... in accordance with the method of ac- 
counting regularly employed in keeping 
the books of such taxpayer. . .” I merely 
refer to this aspect of the problem for the 
purpose of indicating the difficulty of prac- 
tical application of paragraph A-4 in all 
cases, even though I concur in its desir- 
ability as a general principle. 


BARTER TRANSACTIONS 


Paragraph A-8 which relates to ex- 
change transactions, and which I assume 
from its language would have reference 
rather to securities or fixed assets than to 
merchandise barter transactions, is in my 
opinion a reasonable principle. However, 
here the practical application again offers 
the real problem. Market quotations for 
securities, especially if they are not ac- 
tively bought and sold in substantial quan- 
tities from day to day, may not be depend- 
ably indicative of realizable cash values 
and where this is true of both the securities 
given in exchange and those received in 
exchange, the determination of the value 
to be assigned to the latter for the deter- 
mination of profit or loss on the exchange 
transaction may in some cases at least 
make it impracticable to make a final de- 
termination before there is an actual sale 
for cash or its clear equivalent. In those 
cases in which several parcels of real prop- 
erty, both of them perhaps improved, or 
one improved and the other unimproved, 
and the value of each parcel necessarily 
indeterminate, the application of the prin- 
ciple enunciated may at best be only ten- 
tative as to the result shown. 


WRITING PROPERTY UP OR DOWN 


I am in sympathy with the general ob- 
jection which is made in paragraph A-—7 to 
writing up or writing down property val- 
ues. In its Research Bulletin No. 5, the 
American Institute of Accountants made a 
general statement which is directly in 
point as to writeups and in which I 
heartily concur: “Accounting for fixed as- 
sets should normally be based on cost, and 
any attempt to make property accounts in 
general reflect current values is both im- 
practicable and inexpedient. Appreciation 
normally should not be reflected on books 
of account of corporations.” 


The Association’s statement, however, 


seems to me too rigid as, if taken literally, 
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it leaves no room for recognizing the need 
for adjustments in cases where the circum- 
stances may justify special treatment, par- 
ticularly in cases of quasi-reorganization. 


LIABILITY ACCOUNTING 


Paragraph A-5 holds that unamortized 
discount should be offset against the face 
amount of the indebtedness to which it re- 
lates, and the converse if there be an un- 
amortized premium. The reasoning seems 
to me defective and to overlook the stern 
reality that the indebtedness is a contrac- 
tual obligation from the moment it is in- 
curred, even though not payable until 
some future time. No matter how long the 
term of the debt, its face amount is the 
obligation, and it continues so to exist 
until discharged. 

In the case of a long-term obligation, 
failure to live up to the terms of the appli- 
cable indenture usually causes the debt to 
fall due at an earlier date. The discount, 
though it represents a payment in advance 
of a part of the effective rate of interest, 
has no practical value so far as discharging 
any part of the obligation is concerned. It 
seems of the utmost importance that a 
sharp distinction be drawn between the 
debt, representing an actual liability at its 
face amount, and the prepaid interest, 
which is carried in the balance sheet pri- 
marily to correlate it with the income ac- 
count, and to insure that the income ac- 
count will in due course absorb such 
prepaid interest. 

The Association’s recommendation, al- 
though advanced on occasion in the past, 
has never met with any substantial accept- 
ance. It is difficult to conceive of either a 
business man or banker, let alone an ex- 
perienced accountant, approving or follow- 
ing this procedure in setting up a balance 
sheet. 

The suggested procedure is not in the 
same class as the treatment which I regard 
as permissible for U. S. Treasury tax-sav- 


ings notes, namely: that they be shown in 
the balance sheet as a deduction from the 
Federal-tax liability for the payment of 
which they may be utilized. In the former 
case the unamortized discount has no 
value for liquidation of the debt out of 
which it arose, whereas in the latter case 
the notes have been created for the pur- 
pose of providing for the liquidation of 
tax obligations and the attendant circum- 
stances are such that they would not ordi- 
narily be purchased for any other purpose. 

If a different treatment of unamortized 
discount be desired than the current prac- 
tice of including it under the assets head- 
ing, an argument might possibly be made 
for showing it as an unallocated deduction 
from the aggregate of capital and surplus 
because of its unrealizable nature, but cer- 
tainly not as a deduction from an honest- 
to-goodness liability., 


REFUNDING OPERATIONS 


The practice suggested in paragraph A- 
6, namely that on retirement of a liability, 
whether at maturity or earlier, all related 
items should be eliminated from the bal- 
ance sheet, was once regarded as obliga- 
tory and conservative. During the past dec- 
ade, however, with the recognition of the 
greater relative importance of the income - 
account, the practice suggested has be- 
come recognized as in fact less conservative 
than the alternative of writing off the un- 
amortized discount and the redemption 
premium on bonds refunded over the un- 
expired term of such refunded bonds. The 
latter practice is much the more conserva- 
tive because, instead of disposing of the 
unamortized discount and the premium in 
arbitrary fashion at the time of refunding, 
it enters into the income statements of a 
period of years to which the contractual 
arrangement had a relation. 

One element in the situation which 
should not be overlooked is that, although 
one bond issue has been retired and 
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another sold, in substance the same debt 
has continued with simply different credi- 
tors and with usually some modification in 
the rate of interest and other terms. In 
substance, the situation is not different 
from that which would obtain if there had 
been an arrangement with the holders of 
the original bonds to modify the terms 
thereof so as to have them on the same 
basis as that effected by the refunding op- 
eration with its form of a discharge of the 
debt and the incurring of a new debt in its 
stead. 

The alternative treatment has had to 
make its way against the long established 
practice of such regulatory commissions as 
the Interstate Commerce Commission, 
which provided only for the writing off at 
the time of the refunding of the old bonds. 


It has now, however, become widely recog- 
nized by regulatory bodies, though as yet 
with variations as to the precise period 
over which the unamortized discount and 
the redemption premium are to be spread. 

In conclusion, I should like to point to 
the valuable service which can be rendered 
to the accountancy profession by coopera- 
tion between the American Accounting 
Association, the membership of which is 
composed so largely of those who are di- 
recting the professional education of certi- 
fied public accountants of the future, and 
the American Institute of Accountants, 
the membership of which consists pri- 
marily of those who have the task of apply- 
ing in active practice those principles 
which are generally accepted in the profes- 
sion. 


Discussion By W. A. PATON 


To begin with, I wish to echo the 
thought suggested by Mr. Staub, that 
most of the material presented by the Ex- 
ecutive Committee of the American Ac- 
counting Association as a statement of the 
“cost principle” consists of commonplace 
propositions and generalizations with re- 
spect to which accountants are in agree- 
ment. In fact it might be said that any 
statement of principles of wide applica- 
bility in any field must in the nature of the 
case be confined largely to a matter-of-fact 
presentation of familiar and accepted rules 
and doctrines. Nevertheless from time to 
time there is justification for efforts de- 
signed to pull together, in orderly array, 
primary assumptions, ideas and postu- 
lates, particularly in an area subject to the 
impact of changing economic relations and 
institutions. In every such area there is 
always a fringe of controversial questions 
attaching to the core of agreement, and the 
roots of the controversies are often lodged 
in some bit of confusion or misunderstand- 
ing with respect to basic propositions. So 


the restating and polishing of underlying 
principles is sometimes a reasonably fruit- 
ful activity. 

I wish to center my comments around 
three main questions or problems associ- 
ated with the accounting recognition of 
costs. The first is the relatively narrow 
question of the occasion for recognizing 
costs. Mr. Staub did not go into this but 
nevertheless I would like to suggest that at 
this point the Association statement might 
be expanded. The statement says: ‘‘Fac- 
tors of production and other resources of 
an enterprise are measured at the date of 
acquisition by costs incurred or amounts in- 
vested ...”” The only indication of what 
constitutes a proper occasion for the first 
recognition of cost factors is the phrase, 
“at the date of acquisition.”’ This bare ref- 
erence does little to settle certain problems 
which have been under discussion in recent 
years and which may become of increasing 
importance. 

You are all familiar with the general 
problem of accruing anticipated costs and 
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losses, and you all know that in this con- 
nection the income-tax authorities have 
been unwilling to admit the propriety of 
some charges that accountants generally 
consider entirely proper. An example arises 
in connection with leased property which 
the tenant agrees to restore to the owner 
in a specified condition. The costs of re- 
storation are not actually incurred until 
shortly before the property reverts, but the 
accountant argues that it is reasonable to 
spread the estimated amount of such costs 
over the term of the lease. The justification 
for this position is found in the fact that 
a responsibility—an obligation—is accru- 
ing, on a time basis, although the costs 
have not literally been incurred. There is 
also the fact that whatever benefit the 
business obtains from the lease is realized 
gradually through the life of the contract, 
and this seems to warrant a reasonable 
spreading of all the costs related to such 
benefit. 

Another and more important example 
which has been widely discussed is that of 
the recognition of losses on orders—pur- 
chase commitments. The question is, does 
a decline in buying prices after the order is 
placed constitute a recognizable loss? My 
own inclination is to answer the question 
in the negative. It seems to me that there 
are a number of reasons for saying that the 
liability is not yet actually incurred, even 
in the case of a firm order, prior to the re- 
ceipt of the goods and I can hardly see how 
the loss can be definitely recognized prior 
to the occasion for recording the liability— 
while the contract remains wholly unex- 
ecuted by both parties. The fact that at 
the date of the statements the order could 
have been placed more advantageously 
does not mean that a loss has been cur- 
rently realized. Perhaps the order was 
placed in due course and it may well be 
that it would have been bad management 
to have delayed making the commitment. 
Too, it is quite probable that no net loss 


will finally emerge from the transaction. 
The decline in buying price may not be ac- 
companied by a corresponding decline in 
selling prices, and even if there is a cor- 
responding movement in selling price the 
amount may not be sufficient to wipe out 
the entire profit margin. Then there is al- 
ways the possibility that prices will turn 
up either before the buyer receives the 
goods or before he is in a position to sell 
the product. It seems to me that to adopt 
the policy of accruing estimated losses on 
orders as measured by movement of buying 
prices—prior to receipt of goods or assump- 
tion of liability—would be a step in the di- 
rection of continuous adjustment and 
tinkering of cost data on the basis of opin- 
ions not adequately supported by events. 
My conclusion is that on the whole it is 
more appropriate to confine the recogni- 
tion of losses on outstanding purchase or- 
ders to statement footnotes. 

The current discussion of reserves for 
war losses is another indication of the im- 
portance of further clarification of the tests 
to be used in recognizing costs. There is 
ample justification for rapid write-off of fa- 
cilities that have extremely speculative 
uses; you cannot write them off too fast to 
suit me. But there is less excuse for setting 
up reserves for war losses that are not 
based on costs which have incurred or can 
be said to be accruing, but merely reflect 
vague possibilities with respect to the fu- 
ture. 

The second subject on which I wish to 
comment—a somewhat broader question 
—is the basis of measuring cost. Once you 
have decided upon the appropriate occasion 
for the recognition of cost there remains 
the problem of determining the amount of 
cost incurred. In this connection I will 
dwell mostly on a rather minor point that 
Mr. Staub dealt with toward the close of 
his paper, namely, the significance and 
treatment of bond discount on the books of 
the issuing corporation. As I see it the As- 
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sociation’s committee was justified in in- 
cluding a recommendation on this matter 
under an outline of the cost principle in 
view of the statement made by the com- 
mittee, which Mr. Staub quoted, and which 
reads: “Cost incurred is measured by cash 
outlay or by the fair market value of con- 
siderations other than cash...” In the 
past, as most of us realize very well, this 
proposition has probably been honored 
more in the breach than in the observance 
with respect to transactions in which the 
immediate consideration was in the form of 
issued securities. In other words, we have 
had a bad habit of taking the face values of 
securities too seriously with the resulting 
tendency to set up property accounts, as- 
set accounts, of various sorts on the bal- 
ance sheet at a level sufficient to match 
such face values, regardless of their actual 
worth. To put the matter still differently, 
we have often proceeded as if causation ran 
from face values of securities to initial val- 
ues of resources, rather than the other way. 
Accordingly it seemed to the Association’s 
committee that a firm stand should be 
taken all along the line to the effect that 
the recognizable value of a stock, bond, or 
other security, at the outset, is measured 
by the actual cash value of the resources 
contributed by the investor. 

Now, this question of bond discount is 
not very important in itself. It doesn’t mat- 
ter greatly whether bond discount goes on 
the asset side, or is treated as a contra on 
the liability side of the statement. The 
item is disclosed in either case, and both 
treatments may well lead to the same ac- 
counting with respect to the income state- 
ment. But I submit that the question has 
implications that are of some significance 
in connection with the general proposition 
quoted above. Moreover, this happens to 
be a matter on which universal practice is 
definitely and clearly wrong. There is sim- 
ply no excuse in “stern reality” or other- 
wise for including bond discount in assets. 


I was interested in noting that as the As- 
sociation’s committee gave careful atten- 
tion to this point some of the members who 
were at first inclined to support traditional 
practice with respect to bond discount came 
to the conclusion that the recommendation 
finally made was clearly justified. And I 
think almost any accountant who will take 
a couple of weeks off to study the matter, 
with an open mind, will reach the same 
conclusion. 

The argument against the recommenda- 
tion that bond discount be shown on the lia- 
bility side of the balance sheet as a contra 
to the face amount (and bond premium, 
similarly, as an adjunct), when you ana- 
lyze it, hinges on a point that Mr. Staub 
brought out. It has to do with the measur- 
ment of the liability. To quote from Mr. 
Staub: “‘No matter how long the term of 
the debt, its face amount is the obligation 
and it continues so to exist until dis- 
charged.”’ That is the case in a nutshell for 
the traditional description of bonds on a 
corporate balance sheet. Now I am willing 
to challenge that statement flatly as not 
being in accord with the facts of the situa- 
tion; and I have plenty of underlying sup- 
port for this challenge. The true nature of 
bond discount has been pointed out over 
and over again, and the matter is a com- 
monplace in actuarial circles. Years ago 
Colonel Sprague, whose name ranks high 
in accounting, discussed the problem in his 
Accountancy of Investment with the ut- 
most clarity. Sprague demonstrates con- 
vincingly that it is entirely improper to say 
that the typical obligation is a fixed amount 
throughout the life of the contract; the 
truth is that the effective liability in the 
typical case varies systematically through- 
out the life of the obligation in accordance 
with the terms, express or implied. Take 
the ordinary bank loan. The very first day 
the interest begins to accure, and it ac- 
crues from day to day throughout the term 
of the contract. No one would argue seri- 
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ously that the actual obligation remains 
fixed at maturity amount; in the very na- 
ture of the case it increases with the lapse 
of time. The same general condition ob- 
tains with respect to other liabilities; the 
amount of the liability varies instead of 
staying put and it is the business of the ac- 
countant to disclose the variation clearly 
and accurately. 

In the case of a bond issued at a discount 
the par or face amount does not represent 
the initial liability; rather it shows the 
amount due at maturity. The total gross lia- 
bility is the amount of the coupons plus 
the maturity amount. The issue price of 
the bond is the aggregate of the present 
value of the interest series and the present 
value of the lump-sum due at maturity. In 
the very long-term bond, the maturity 
amount is of relatively small consequence 
at the outset; the issue price of the bond is 
made up almost entirely of the present 
value of the coupons. If the bond runs for75 
years or more one might as well forget all 
about face or maturity as a component in 
the issue price. 

Please note that the total liability is the 
total amount that the borrower promises 
to pay, including the coupons. Moreover 
he promises to pay the interest coupons 
first, all of them, before the face amount 
becomes due. So the folks who want to 
show total liabilities on the balance sheet 
ought really to show all the interest coupons 
to start with. They must be paid first. I 
mean, if you are going to get away from the 
actual issue price, the consideration paid 
by the investor, the amount actually re- 
ceived by the borrower, and pin your faith 
to some other figure, why not go the whole 
hog and set up all liabilities represented by 
the terms of the contract throughout its 
life, and put an enlarged discount or other 
“etc.” over on the asset side to balance it 
up. That would presumably be “conserva- 
tive” accounting. 

The plain fact is that the initial liability, 
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the recognizable accounting liability, is the 
consideration received from the investor. 
The bondholder, no more than the stock- 
holder, can acquire an immediate effective 
equity in a business in excess of the amount 
he contributes. If we take any other posi- 
tion we are in effect saying that the dis- 
count actually is an asset, thus denying the 
existence of the very phenomenon which 
we started out to explain, namely, that the 
investor did not deposit the maturity 
amount, but some other figure, or else we 
are saying that the borrower lost money on 
the deal, that in a voluntary borrowing 
transaction, in some curious way, an im- 
mediate effective liability was incurred in 
excess of what the lender was willing to de- 
posit in the coffers of the corporation. 
Either of these assumptions is fantastic. If 
discount is a true asset then the borrower 
always receives genuine resources equal to 
100% of the face of the loan regardless of 
the interest rate, even if the rate falls to 
zero. It would mean, for example, that 
when the United States issues a defense 
bond with a maturity value of $1,000, for 
which the investor pays $750, the govern- 
ment in some mysterious way receives an 
additional asset of $250. To assume that 
the bondholder immediately secures a rec- 
ognizable equity in assets contributed by 
stockholders or other parties is equally ab- 
surd. There is no donation of capital made 
by the stockholder to the bondholder to 
cover the amount of discount. 

In other words the inclusion of bond dis- 
count in assets is an accounting error, sup- 
ported by nothing but habit. The correct 
treatment, which shows all the facts, 
clearly and unmistakably, is that which 
presents unaccumulated discount as a con- 
tra to maturity amount on the liability 
side, with the difference shown as the net 
carrying value. 

There remains the argument that in the 
event of default the face amount of the 
bond becomes due and payable. This, I be- 
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lieve, is the only significant technical point 
affording support for the conventional 
treatment. My answer to this argument is, 
in the first place, a reference to the going- 
concern assumption. In general accounting 
principles and procedures are grounded on 
the assumption of continuity of operation. 
We are admonished again and again in ac- 
counting literature that except where in- 
solvency is imminent the data shown in ac- 
counting reports are those which reflect the 
position and progress of the enterprise as a 
going enterprise. Why then should we 
make an exception in accounting for bond 
contracts? Why insist that the condition of 
possible default is controlling rather than 
the condition of probable continuity? In 
another connection this morning Mr. 
Staub mentioned the importance of think- 
ing of the business as a continuing activity. 

The second line of answer to the argu- 
ment based on possible insolvency is found 
in the distinction between literal contract 
terms and equity. It would not be equita- 
ble in a liquidation to pay the bondholders 
more than the amount paid-in plus any ac- 
crued interest and accumulated discount. 
Suppose, to take an extreme example, that 
in the case of a new corporation the bond- 
holders paid in $950 for each bond with a 
maturity amount of $1,000 and that the 
very next morning, for some reason or 
other, before operations had begun, it was 
decided to abandon the venture, and re- 
turn all funds invested. If the funds were 
divided equitably each party would receive 
the amount deposited, not that amount 
plus a portion of the funds committed by 
some other party. In other words each 
bondholder—in equity—would receive on- 
ly $950, not $1,000. I am speaking of equity; 
I don’t insist that a court would necessa- 
rily settle the matter in that way. 

Bear this in mind, too, when you say 
that the maturity amount is the actual lia- 
bility in the case of insolvency: the bond- 
holder may not receive any such amount in 


the settlement. What he receives is deter- 
mined by the amount available for divi- 
sion, and by the process of negotiation and 
judicial assignment. The formal liability in 
the event of forced liquidation or reorgani- 
zation may be face or maturity value but 
the effective, realizable share of the bond- 
holder in such circumstances may be a 
quite different amount. 

However, let me say this: I recognize 
that there is a conflict here between what 
we may call the liquidation concept of the 
liability and the going-concern concept. I 
am simply proposing that as the typical 
practice we use the going-concern view of 
the case and only in the exceptional con- 
dition of default emphasize the other point 
of view. 

Mr. Staub suggests that even if account- 
ants were willing no bank or other financial 
institution would think of countenancing 
such a radical practice as showing bond 
discount on the liability side as a contra to 
maturity amount. I think he is on very 
weak ground here. Have you ever stopped 
to realize that this practice of showing 
bonds at maturity amount on the balance 
sheet of the issuing corporation, with the 
discount included among the assets, along 
with the other cats and dogs, is never ap- 
plied by banks and other bondholders to 
their own accounts? In other words, the 
buyers of bonds—the other parties to the 
transaction—always handle their accounts 
precisely in accord with the approach Iam 
defending here. Practice is actually 50% 
right in this matter and always has been. I 
realize that there are a lot of minor varia- 
tions in the procedures of bondholders but 
as you all know it is general practice among 
banks, insurance companies, and other 
concerns buying bonds to set up the invest- 
ment as an asset at cost, and there has 
never been any criticism of such practice. 
It is true that in some cases the difference 
between cost and maturity value is shown 
in a separate account by the holder, but it 
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is always the net amount which is reported 
as an asset. And in the case of long-term 
bonds which have been outstanding for 
some time and are purchased at say 70 or 
80 the buyer is not very much interested in 
maturity amount; he is concerned with 
cost, return on cost, and subsequent mar- 
ket value. If he buys short-term bonds, he 
is still interested, first, in cost, but in this 
case he recognizes the approach of maturity 
amount, and he attempts to accumulate 
the discount (or amortize the premium) in 
a systematic manner. 

The very same accountant who puts 
bond discount on the asset side of the issu- 
ing corporation goes over to the insurance 
company that buys the bonds and shows 
the same at issue price—at the outset—as 
an asset. It never occurs to him to suggest 
that the maturity amount be shown as an 
asset and the discount as a liability, which 
would be analogous to the treatment that 
he has just set up for the issuing company. 
Here is a curious situation. What mystical 
element comes into the case that makes it 
either necessary or desirable to show the ac- 
counts of the contracting parties in these 
very divergent manners? 

I would like to take time to point out why 
Mr. Staub should not use the phrase “pre- 
paid interest’”’ as representing bond dis- 
count on the issuer’s books. Discount is un- 
paid interest, not prepaid interest. There is 
quite a difference between prepaying some- 
thing and not paying it until fifty years 
hence, or whenever the bonds are due. 
That is when the issuer pays the discount 
at maturity; and that is when the investor 
receives it. Even one who is not a stickler 
for precise terminology may object to de- 
scribing a payment which will be made 
many years hence as “‘prepaid.”’ 

What about these U. S. defense bonds? 
Even the income-tax folks, who are rather 
slow on the trigger when it comes to ac- 
counting theory, have finally come to ad- 
mit—and insist—that the difference be- 
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tween cost and the face amount of bonds 
that have a zero coupon rate is subject to 
systematic accrual on the books of the 
holder. It is also worth noting that the cir- 
culars issued by the Treasury Depariment 
on this subject are entirely in harmony 
with the principles suggested by the Asso- 
ciation’s committee. In discussing this sub- 
ject twenty-five years ago I pointed out 
that if we were in the habit of issuing long- 
term notes or bonds calling for the pay- 
ment of all the interest at maturity as an 
element of maturity or face value there 
would shortly be an abandonment of the 
absurd notion that the amount of the dis- 
count represents an asset to the issuer. In 
the case of such bonds the conditions are so 
clear that it is inevitable that the regular 
actuarial approach—long established in 
the accounting of the bondholder—be ac- 
cepted by the issuing entity. 

I am very glad that Mr. Staub men- 
tioned tax warrants. I was hoping he 
would. Let’s ponder his comment on this 
point for a moment in the light of his posi- 
tion regarding bond discount. He asks us 
to entertain these very alien ideas: First, 
an amount of money that was never de- 
posited by the investor (and has not yet 
been accumulated), may appear as an as- 
set; in fact, it is not permissible that the 
item be placed on the other side as a contra 
to the maturity value. Second, the cost of 
tax notes, a good realizable asset, for which 
money has been paid, may be shown as a 
contra on the liability side; indeed should 
—preferably—be so shown. Here are two 
utterly inconsistent suggestions, as I see it. 
And both are quite wrong. 

If tax notes can be shown as a contra to 
an accrued tax liability, then any money 
on deposit, dedicated to the retirement of 
some specific obligation, may be shown as 
a deduction from the amount of such obli- 
gation on the balance sheet. Here is a prop- 
osition that violates accounting principles 
of long standing, which have never been 
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questioned. What are our principles in that 
connection? First, we insist that there shall 
be no cancellation of liabilities and assets 
(in fact a good many have said that such 
an item as bond discount, which is a very 
suspicious asset, shall not be reported as a 
contra to maturity value). We +have gone 
on to say that even though an asset is ir- 
revocably dedicated to the payment of a 
particular obligation, such as a sinking 
fund, the asset shall be reported as such 
until actually expended for the intended 
purpose. Moreover, we have always held 
that preparation to make payment is not 
tantamount to the discharge of an obliga- 
tion, that there shall be no subtractions 
from liabilities until payment has actually 
or constructively occurred. 

In the only case in practice which I have 
happened to notice thus far where tax notes 
were shown as a contra it was quite obvi- 
ous that the only excuse was window dress- 
ing of current position. The balance sheet 
in question was a part of a prospectus is- 
sued for stock-selling purposes. If tax notes 
were shown as an asset the current ratio 
was 17/11, or about 1.6:1; by showing tax 
notes of $6,000,000 as a liability contra the 
apparent ratio was boosted to 11/5, or 
2.2:1. Here is something to think about. 

It has been said that showing tax notes 
as a contra to liability is “practical.”’ Actu- 
ally the suggestion is impractical. In the 
first place tax notes can be redeemed with- 
out being used to pay taxes. Dedication is 
not irrevocable, as it is in the case of inter- 
est money turned over to a trustee in ad- 
vance of due date. In the second place, 
consider this case. Suppose that during the 
course of the year, month by month, a con- 
cern, anticipating Federal income tax levies 
buys tax warrants. In the last quarter of 
the year the company’s losses are so heavy 
as to wipe out any prospective income-tax 
liability. In this situation how can the cost 
of a batch of tax notes be shown at the end 
of the year as a deduction from a non-ex- 


istent liability? In such a case there is no 
possibility of any treatment other than a 
reporting as an asset. 

One thing seems to me very clear; we 
can’t very well endorse the practice of de- 
ducting tax notes from accrued tax liabil- 
ity and insist that the recommendation 
that bond discount be shown as an offset to 
maturity value is entirely improper. The 
presentation suggested for tax notes may 
lead to misunderstanding; the treatment 
suggested for bond discount would cer- 
tainly be less likely to confuse than the 
conventional treatment. What is the objec- 
tion, after all to the presentation of dis- 
count which the Association’s committee 
has recommended—a showing which pro- 
vides for assembling of related data and 
full disclosure of description, maturity 
amount, unaccumulated discount to date, 
and net carrying value? Every particle of 
information is disclosed. Is not such a show- 
ing more informative, more understanda- 
ble, more in accord with our general frame- 
work, than the showing which discloses par 
value of bonds on the liability side and dis- 
count, if you can find it, over on the asset 
side? It has never been shown that there is 
anything wrong with the committee’s rec- 
ommendation. It certainly ought to be an 
allowable practice. 

The third and much more important as- 
pect of the cost principle—and the phase 
to which Mr. Staub devoted most of his 
paper—is the problem of periodic separa- 
tion of costs into the portion to be absorbed 
as expenses and losses and the portion to 
be deferred as resources. I have deliberately 
spent most of my time on the other phases 
of the subject, with particular attention to 
certain minor but controversial points. 
However, I would like to deal briefly with 
two or three matters related to this more 
important general topic. 

Paragraph A-6 of the statement of the 
Association’s committee, recommends the 
immediate write-off of unaccumulated 
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bond discount, redemption premium, and 
all expenses incurred in retiring a bond is- 
sue, even where the liability is paid prior to 
maturity and where payment is accompa- 
nied by new borrowing. This is evidently a 
special aspect of the general problem of 
cost absorption. Presumably this recom- 
mendation is based on the feeling that the 
burden of proof is on those who want to de- 
lay writing off the charges associated with 
a closed loan contract. Some of us don’t 
feel safe unless we tie our scheme of cost 
absorption to the history of specific physi- 
cal units of property and specific transac- 
tions. We hesitate to acquiesce in theories 
of transmigration of costs through succes- 
sive units of physical property and succes- 
sive transactions, even where there are 
close similarities and relationships which 
give the case for deferring a somewhat ap- 
pealing appearance. If a new truck is pur- 
chased to replace an old unit, for example, 
we feel that we should get rid of the cost of 
the old truck, and recognize the cost of the 
new truck even if retirement is earlier than 
originally expected and even if the new 
unit is physically very similar to the old. 
Likewise if a debt contract is closed we feel 
the effect of such contract should be en- 
tirely eliminated from the accounts, even 
if the old contract is replaced by a new and 
somewhat similar arrangement. In other 
words we are recommending that each 
generation of borrowings, like each genera- 
tion of physical property, be accounted for 
in its own right, without being burdened 
with the ghost of earlier transactions. 

I realize that in the public-utility field in 
particular it may be expedient as a matter 
of policy, in dealing with the relation of a 
utility to the public and to regulatory agen- 
cies, to the costs of retiring bonds in some 
other manner than that recommended in 
the Association statement. I have in mind 
one case in which the immediate write-off 
of unabsorbed discount, redemption pre- 
mium, and so on, would entirely wipe out 


the surplus account, which is quite sub- 
stantial at the present time. This company 
as utilities go, has been moderately success- 
ful, and we can easily see why the cancella- 
tion of the entire surplus through an en- 
tirely reasonable financing transaction 
might not appeal either to the company or 
to the regulating authorities. 

This reminds me of a special point I 
wanted to make. The opponents of the 
recommendation ask, how can a loss result 
from a desirable transaction, a refunding 
to take advantage of a favorable interest 
rate? The answer is that the refunding does 
not cause a loss; it simply brings to light a 
loss which has been accruing for some time 
but which has not been explicitly recogniz- 
able prior to refunding, in view of the spe- 
cial limitations of accounting. The loss 
results from the fact that the issuing com- 
pany has been a party to a contract which 
has become, in view of new conditions, 
very unfavorable. As long as the old con- 
tract is maintained in force the accruing 
loss is neither recognized nor recognizable, 
in definite accounting entries and the sur- 
plus account as reported surplus is undis- 
turbed. When, however, the decision is 
made to retire the old bond issue the loss 
which has been hanging over the borrow- 
er’s head becomes explicit and recogniza- 
ble. 

In discussing the problem of periodic 
cost absorption Mr. Staub spoke rather 
kindly of two of my pet peeves: last-in, 
first-out (or ““LIFO”’’), and cost or market. 
I stated my position on last-in, first-out in 
the Journal of Accoutancy a year or so 
ago, and, more recently, through the same 
medium, have outlined my present atti- 
tude toward the relation of the cost-or- 
market rule to the general problem of sep- 
arating costs into those assignable to cur- 
rent revenues and those properly deferred 
for future absorption. Hence I will com- 
ment on these matters very briefly here. 
As Mr. Staub has pointed out, the Associa- 
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tion statement is broad enough to leave a 
loophole for cost or market, whichever is 
lower. I believe it has been the feeling of 
the Association’s committee, however that 
the conventional cost-or-market rule de- 
serves only a minor place in a reasonable 
pattern of principles, and that even in fill- 
ing such a place properly the conception 
of the rule should be considerably clarified 
and modified. I am hoping that the Com- 
mittee on Accounting Procedure of the 
American Institute of Accountants, which 
has been putting a lot of time on this ques- 
tion, will eventually issue a statement that 
will clear the atmosphere and will cut cost- 
or-market down to a reasonable stature. 

With respect to last-in, first-out, I want 
to make one or two comments. This topic, 
of course, has very far-reaching implica- 
tions. In its more philosophical aspects it 
strikes at some of the inherent weaknesses 
in conventional accounting, as carried for- 
ward under an institutional, legalistic situ- 
ation. 

Even if it be admitted for the sake of ar- 
gument that ‘““LIFO” has merit in certain 
fields it seems to me that we may well de- 
plore recent efforts to extend the scope of 
this method to department stores and other 
lines to which it is entirely unsuited. The 
inventories of most companies are far too 
heterogeneous, far too diverse, to warrant 
any attempt to apply last-in, first-out. 

The really basic question is whether 
management, stockholders, and others in- 
terested in periodic income statements will 
get a more significant, discriminating pic- 
ture if the flow of cost is calculated by the 
LIFO method. The point is often made 
that it is better to match sales with rela- 
tively current costs than with the older 
costs. There is something in this, but I sub- 
mit that there is also something to be said 
for having inventories stated currently. 
The goods that have been sold in a particu- 
lar year are water under the bridge. There 
isn’t a whole lot of management connected 


now with those particular transactions. All 
we can do is to review them. But the utili- 
zation of inventory is a matter of the fu- 
ture. To leave the inventory priced at what 
may be very ancient figures (if this LIFO 
scheme is carried out literally and sys- 
tematically, year after year) may be con- 
fusing to management considering the fu- 
ture situation in relation to that inventory. 
In other words, it seems to me that the case 
against LIFO is at least as strong as the 
case for it, as far as advantage to operating 
management is concerned. The truth is 
that a person can become confused in con- 
sidering periodic results under almost any 
scheme of tracing the flow of cost, particu- 
larly if he becomes obsessed with a particu- 
lar aspect of the picture and persists in at- 
taching too much importance to the 
periodic income statement. 

I have always preferred to see perspec- 
tive developed by such devices as average 
reports and cumulative reports accom- 
panying the statements of particular pe- 
riods, rather than by doctoring the 
statement of the current year so that it 
looks like an average. Of course I realize 
that with respect to the income-tax return, 
under a general structure that glorifies the 
annual reckoning, LIFO is very appealing 
in fields where profits are subject to very 
wide swings. In such fields, without some 
means of cutting off the peaks and filling 
the valleys—softening the irregularities— 
the tax levies may shortly consume a con- 
siderable part of the capital of a business. 

The thought that inventory profits are 
not really profits, which supporters of 
LIFO often stress, I refuse to accept unless 
we are going to kick our present account- 
ing overboard entirely, forget the legal 
complications, and go over to index num- 
bers somewhat as Mr. Sweeney has sug- 
gested. I contend that the profit-fund in- 
vested in the inventory is just as real a 
profit as that which is invested in plant. 
And nobody has suggested that when you 
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make a certain number of dollars of profit 
by selling a specific batch of goods for more 
dollars than you actually paid for those 
goods, including all costs, and then, by the 
force of circumstances, turn around and 
buy some new fixtures with the money, by 
such commitment the reality of the profits 
was destroyed. Here is a confusing of in- 
come measurement and income adminis- 
tration. Of course, at the end of the year, 
the income that we have measured may 
not be available to buy the wife a fur coat 
or for other disposition, because it may 
have already been invested. That is what 
happens very often to income funds; they 
are invested through the activities of the 
treasurer and others concerned from day to 
day, and when you come to the end of the 
year and you tell the boss, “We have made 
a million dollars,” and he says, ‘“Where is 
it?” you often have to start explaining. 
And when you explain that part of the 
profit fund is tied up in inventory because 
of advancing prices I think you are on just 
as solid ground as when you point out that 
profits have been utilized in part to buy 
new trucks, to replace old units being re- 
tired, at a higher price per unit than was 
paid for the earlier acquisition. 

I doubt if we will ever get to the point 
where we are thoroughly convinced that it 
is advisable to adopt the transmigration 
theory of cost. Take a pile of coal amount- 
ing to 1,000 tons. Are we going to continue 
to price the pile at the price that was paid 


for the first batch of coal when grandpa 
went into the business on the ground that 
the cost of the first pile somehow passes on 
and attaches to each succeeding inventory 
of the same physical extent? I grant that 
you can’t always demonstrate that follow- 
ing the physical flow is completely satisfac- 
tory from the standpoint of what might be 
called economic relations and ultimate eco- 
nomic incidence, but to me it is much more 
satisfying to keep accounts which are in 
accord with external and observable physi- 
cal facts than it is to go over to transmigra- 
tion doctrine. 

A lot more might be said on these topics 
but I won’t oppress you further. Please 
bear in mind that this is simply the vision- 
ary who has been talking here during the 
last few minutes, the impractical fellow. 
You have heard the practical man speak, 
and now the academician; the college pro- 
fessor has stuck his neck out once more. 
Actually, of course, both Mr. Staub and 
myself are trying to be practical. The dis- 
tinction between theory and practice is 
often overemphasized; there is no real con- 
flict. The theorist if he is any good at all, 
is studying the same phenomena.that the 
practical man is concerned with, but he is 
standing a little further back from the red- 
hot firing line of activity and taking a little 
more time to contemplate the pattern. 
That is his job, and if it is well done there 
should result a useful leavening and articu- 
lating of the rules of practice. 


THE REVENUE AND INCOME 
PRINCIPLES 


James L. Dour 


HILE IT is entirely proper, for pur- 
poses of discussion, that the 
American Accounting Association’s 
“Statement of Accounting Principles Un- 
derlying Corporate Financial Statements” 


be divided into parts, no section or part of 
the statement can be intelligently discussed 
without considering the statement in its 
entirety. The original or “tentative”’ state- 
ment was predicated by its authors on the 
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assumption that corporate financial state- 
ments should be continuously in accord 
with a single coordinated body of account- 
ing theory; the same idea is indicated in 
the revision, where the achievement of the 
desired objectives in accounting is said to 
be dependent upon the existence of a uni- 
fied and coordinated body of accounting 
theory. Every part of the statement must 
therefore be considered in the light of its 
relationship to the whole. 

Considered first in its entirety, the re- 
vised statement raises a fundamental ques- 
tion as to the method by which accounting 
principles are to be developed and as to 
which, in general, two answers are sug- 
gested. It is interesting to note that the 
two suggestions correspond roughly, at 
least, with the modes of development used 
in the two great systems of law. Under the 
English or “common law” system, rules 
were established by decisions made rela- 
tive to specific states of facts; these rules 
became precedents and were applied in 
subsequent and similar situations; in cases 
of first impression, rules were developed 
through reasoning by analogy from the 
precedents of other cases. Rules found to 
be unsatisfactory were changed as condi- 
tions indicated the necessity therefor, al- 
though the charge has frequently been 
made that the system failed to keep abreast 
of social and economic developments. The 
procedure was somewhat in the nature of 
“trial and error” characterized by the de- 
velopment and change of rules always in 
the light of specific states of fact. Under the 
Continental or “civil law” system, the 
rules of law were stated in comprehensive 
codes designed to cover, more or less com- 
pletely, the entire social system, and from 
time to time the codes were restated, re- 
vised and amended to meet changed condi- 
tions. In comparing the effectiveness of the 
two methods, it should be noted that in 
modern times the common law system has, 
to a very considerable extent, been supple- 


mented by the code method. It may also be 
noted that the two methods of develop- 
ment result from two fundamentally dif- 
ferent ways of thinking—a thesis presented 
most interestingly by Lord MacMillan in 
a Cambridge lecture entitled “Two Ways 
of Thinking.” There is the way of the 
idealist who seeks to erect a complete and 
symmetrical edifice of principle to cover 
everything and that of the realist who sim- 
ply “waits until his dog has done some- 
thing wrong and then beats him for it.” 
And who hasn’t witnessed the meeting of 
these two—the “‘stickler for prmciple”’ and 
the deviser of a “way out’’—at which they 
finally compromise on an “exception” 
which it is understood “will not be re- 
garded as a precedent.” 

As applied to the development of ac- 
counting principles, we have the “common 
law” plan in substance used by the Ameri- 
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on Accounting Procedure under the able 
leadership first of Mr. May and now of Mr. 
Staub and by its Committee on Auditing 
Procedure under like leadership of Mr. 
Broad. The result is a series of rules in the 
form of bulletins on specific matters, al- 
though frequently the stated rules relate to 
situations of fairly broad factual implica- 
tion. The American Accounting Associa- 
tion has used the “code”’ plan in which an 
endeavor has been made to state a compre- 
hensive and coordinated body of rules. The 
Institute, it should be noted, has on occa- 
sion used the ‘‘code’”’ system as, for in- 
stance, in its pamphlet entitled Examina- 
tion of Financial Statements; it was also 
used in a Statement of Accounting Princi- 
ples by Sanders-Hatfield-Moore prepared 
under the auspices of Haskins & Sells 
Foundation, Inc. and published by the 
American Institute of Accountants. 

It is no accident, of course, that the prac- 
ticing accountants lean toward the method 
of specific ruling while the teachers prefer 
the method of complete and coordinated 
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statement. The practitioner has a specific 
factual situation for which he seeks an ap- 
propriate rule; the teacher sets forth broad 
principles with the hope that practical 
problems may be classified and solved by 
the application of an appropriate prin- 
ciple. 

Each method has its advantages and dis- 
advantages. The ‘“‘code” system has the 
appeal of symmetry and completeness, but 
it runs the risk of ignoring the conse- 
quences of its rules as applied in specific 
factual situations, or as someone has said it 
overlooks “‘the deceitfulness which lurks in 
generalities.” In addition, as Mr. Werntz 
so ably pointed out in his paper before the 
Fourth Annual Institute on Accounting at 
Ohio University, the determination of ac- 
counting principles is only one phase of the 
accountant’s problem; he is also under the 
necessity, in each case, of determining the 
controlling or “operative” facts and in 
some cases of making a selection as between 
facts which indicate the application of dif- 
ferent and, what is more difficult, conflict- 
ing accounting principles. In many in- 
stances the determination of these facts 
involves greater difficulty than the selec- 
tion of the appropriate accounting princi- 
ple. One may perhaps go a step further to 
point out that the factual situations some- 
times give rise to difficult questions of pol- 
icy with which the accountant must deal. 

The “common law’’ method on the other 
hand is more apt to be closely related to 
specific facts and is therefore more easily 
applied in practice, but it runs the risk of 
failure in coordination; the common law 
was once described as an “ungodly jum- 
ble.” I lean instinctively toward the spe- 
cific ruling method, I am not an apostle of 
principle and I derive much comfort from 
the philosophy of ‘Sufficient unto the day 
is the evil thereof.” I think however that 
probably both methods are worth trying; 
only by experience will it be possible to de- 
termine which is the more satisfactory if 


indeed we may not discover that both are 
needed. It occurs to me, of course, that the 
American Accounting Association might 
supplement its general statement with spe- 
cific rulings on given statements of fact, 
indicating the manner in which the broad 
standards of the statement should be ap- 
plied in specified cases. 

The Association’s statement is divided 
into four basic sections designated as cost, 
revenue, income and capital. My part in 
this discussion is directed to Section B of 
the statement relative to revenue and Sec- 
tion C relative to income. In the discussion 
I shall follow the order of presentation in 
the statement to facilitate understanding 
by those who have the statement availa- 
ble. 


AS TO REVENUE 


A question may be raised at the outset 
as to the title of this Section since the term 
“revenue” is by some applied only to the 
charges made by a service enterprise and 
not to charges made for the sale of mer- 
chandise or manufactured goods. How- 
ever, a word of some kind is needed to 
cover sales, revenues (in the narrow sense), 
interest, dividends, rents, etc., and I con- 
fess I have been unable to find anything 
better than the term revenue. We must 
therefore understand that the word is here 
used in a broader and perhaps somewhat 
unusual sense. 

The basic accounting probiems, so far as 
revenue is concerned, are the determina- 
tion of the time and amount of accrual or 
recognition. I have frequently, in times 
past, wondered as to why the accounting 
authorities made so little effort to formu- 
late rules for the solution of these prob- 
lems. It is frequently stated, for instance, 
that revenue from sales accrues when the 
sale is made. Since a sale frequently in- 
volves a series of steps or events occurring 
over a period of time, the reader is left to 
his own resources in determining the pre- 
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cise time of accrual. The Association’s 
statement is timely in this respect, and the 
proposals with respect to revenue are so 
admirable that I, like Mr. Stempf,’ am in- 
clined to dispose of this section by recog- 
nizing it as “an admirable declaration of 
the fundamental principles of realization, 
recognition and measurement of revenue.” 
I certainly have no major criticisms; there 
are, however, several matters of detail 
which are at least open to discussion. 

1. As to the central problem of time of 
accrual, the section on revenues is in one 
respect slightly confusing. In the introduc- 
tory paragraph of the section the sugges- 
tion is made that revenue is generally rec- 
ognizable only when “validated by delivery 
of goods or services to customers, with con- 
current acquisition of cash or cash equiva- 
lent.” Under paragraph 2 recognition of 
revenue is said to depend upon the “‘trans- 
fer of legal title to the customer.” In the 
concluding comments the emphasis re- 
verts to act of “delivering to customers” as 
the most widely acceptable occurrence 
upon which recognition is based with the 
suggestion that in such cases as long-term 
contracts revenue may be recognized be- 
fore “delivery or transfer of title.” These 
two things, delivery and title-transfer, are 
frequently not contemporaneous, and the 
statement may perhaps be improved by a 
reference to the transfer of legal title as the 
general basis of revenue recognition in all 
three places.” The requirement of concur- 
rent acquisition of cash or cash equivalent 
may be misleading because some may not 
understand the ordinary open account to 
be a “‘cash equivalent.” This could be cor- 


1 “Critique of Accounting Principles Underlying 
Corporate Financial Statements,” Journal of Accoun- 
tancy, August, 1941, p. 110. 

2T recognize the merit of the point made by Mr. 
Paton and Mr. Littleton (Introduction to Corporate 
Accounting Standards, p. 54) that “legal niceties’’ 
should be avoided, and I am quite prepared to accept 
their suggestion as to a practical application of the rule, 
i.e., recognition in the normal case upon billing and de- 
livery. 


rected by adding to the phrase so that it 
would read “acquisition of cash or cash 
equivalent including a legally enforceable 
and collectible claim against the customer,” 
I suggest that the statement might well 
have set forth, by way of comment, the 
justification for the general use of the title- 
transfer as a basis of revenue recognition, 
together with some indication as to the 
rules relative to the passage of title. In the 
series of events which constitute the sales 
or purchase transaction, the point of title- 
transfer is the point at which, in the ab- 
sence of agreement to the contrary, the 
risk of loss shifts from one party to the 
other. As used here the terms risk of loss 
does not include the risk of loss due to 
price changes. Without going into the 
matter in detail, this seems, by a process of 
elimination, to be the most logical event 
in the series of occurrences upon which to 
predicate revenue recognition. As to the 
legal rules of title passage, there is evi- 
dence of a wide lack of understanding on 
the part of accountants and others so that 
a reference to the general rule as to the 
intent of the parties and the rules of the 
Uniform Sales Act applicable where intent 
is not expressed, would be most helpful. 
If the title-transfer basis is accepted as 
the general rule of revenue recognition, it 
must be understood that it is only the 
point of revenue recognition and not neces- 
sarily the first point at which the sales ot 
purchase transaction is to be recognized | 
by the accountant. In the matter of pur 
chases, for instance, the balance sheet 
should show, at least by way of foot-note, 
any significant purchase commitments, for 
the reason that such commitments are 4 
factor in financial position in that they in- | 
volve financing in the future; in that the 
comparison of the contract price with the 
current market indicates to a certain ex 
tent whether the commitment is or is not 
advantageous; in that the purchase of 
sales contract operates to shift the risk of 
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loss due to price changes. This type of ac- 
counting recognition is predicated .upon 
the point of time at which the contractual 
legal relations arise. There should be no 
implication in the revenue recognition 
rule that transactions resulting in signifi- 
cant legal rights or duties may be other- 
wise ignored. 

While the title-transfer basis is accept- 
able in the case of revenue from sales of 
merchandise or manufactured goods, it 
does not satisfactorily dispose of the ac- 
crual problem so far as the rendition of 
services is concerned. The statement seems 
to indicate that the rule is equally ap- 
plicable in the accrual of amounts due as 
a result of the rendition of services. There 
is here frequently no question of title pas- 
sage or delivery; it seems to me therefore 
that many services would ordinarily come 
within the scope of paragraph 3; revenues 
from rendition of such services should be 
accrued either on a time or quantity basis, 
ie., in proportion as the services are ren- 
dered, and, in the case of services covered 
by entire or indivisible contracts, on the 
basis of completion of the required services. 

In adopting the transfer of legal title as 
the basis of revenue accrual, paragraph 2 
refers to exceptions which may be made in 
the construction industry and “in other 
special cases.” There is no clue as to the 
nature of these special cases except in so 
far as they may be said to be covered by 
paragraph 4 relative to long-term credit 
sales, cases of doubtful collectibility, etc. 
In addition to long-term construction con- 
tracts, there are the situations in which 
legal title is reserved for purposes of se- 
curity only in which case the risk of loss 
does not follow title; overseas sales; instal- 
ment sales (possibly covered by paragraph 
4); situations in which cash is collected in 
advance of title passage. It would be help- 
ful, I think, if the statement were to indi- 
cate, at least in a general way, the nature 
of these exceptions with perhaps some in- 
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dication as to the rules of accrual applicable 
to such exceptions. 

2. Paragraph 1 of the revenue section 
elaborates the rule with respect to the 
amount of revenue accrual where the con- 
sideration is other than cash. I have no 
objection to the selection of the term “‘cash 
value of the consideration” rather than the 
more commonly used term ‘‘market value.” 
I doubt however whether either term is 
entirely satisfactory in the case of ordinary 
sales on open account. The receivable may 
have a cash or market value which is less 
than the face amount but if the debtor is 
solvent and will probably pay, we recog- 
nize revenue in the face amount of the 
claim. Unless this procedure is understood 
to come within the ambit of the rule as to 
“cash value,” the statement requires modi- 
fication ; this could be done, as I have sug- 
gested above, by making it clear that the 
cash value of the consideration means, as 
to sales on open account, the face or 
agreed amount of a collectible account re- 
ceivable. 

Paragraph 1 also indicates that where 
revenues are recognized in terms of ac- 
counts receivable, periodic adjustments 
must be made for estimated returns, un- 
collectibles and other offsets. So far as 
sales returns are concerned, it seems to me 
that a change of practice is involved, for 
I find that most accountants recognize 
sales returns only as they are made. I do 
not know the reason for this exceptional 
treatment; I agree with the statement and 
hope that it will result in a treatment of 
sales returns like other similar items in the 
income statement. 

3. As to the accrual of interest, rents, 
royalties, etc., it is suggested in paragraph 
3 that revenues from these sources should 
be recognized on a “‘strict accrual basis in 
accordance with the conditions of the con- 
tract.” The term “strict accrual basis’ is 
not defined but it refers, I suppose, in the 
case of an item like interest revenue, to rec- 


it 
le 

» & 
ell 
ne 
e- 
n, | 
ne | 
ne 
e- 
b- 
ne 
ne 
SS 
to 
ne 
of | 
nt 
to § 
he | 
at 
he 
he 
nt 
as 
it 
h 

OF 
et 
or 
he § 
he 
ot 
or 
of 


24 


ognition on the basis of lapse of time. If 
so, I do not know why this method is sug- 
gested as the “‘preferred’’ practice, since 
I know of no other satisfactory practice.* 

4. Paragraphs 5 and 6 deal with ap- 
preciation in the form of discovery value, 
timber growth, other forms of accretion, 
and enhancement resulting from changing 
prices on the market. I agree with the 
stated rules of exclusion, although I would 
have put these paragraphs in the income 
section as involving increases of capital 
excluded from income rather than exclu- 
sions from revenue accrual. I do not believe 
that many people would consider these 
items as revenues even in the broader 
sense of the term. In addition, there may 
be other kinds of appreciation and I think 
the statement might have made clear that 
it covered all forms at least so far as a 
general rule is concerned. I am not sure, 
however, that some exception should not 
be made since there may be cases where 
appreciation should be recognized as, for 
instance, in the inventory of a gold mining 
company or in the case of a very sub- 
stantial excess of discovery or market 
value over cost. It may be, however, that 
recognition of the appreciation in the 
latter cases should require, as a pre- 
requisite, a legal or accounting reorganiza- 
tion. 

5. The comments which concluded the 
revenue section may well be universally 
approved. Certainly objectively deter- 
mined bases of revenue accruals are es- 
sential, while consistency from period to 
period is obviously indispensable. If there 
is any significant change in method, what- 
ever it may be, attention must be directed 
to it and its effect must be indicated. 


* An interesting question of interest accrual is pre- 
sented in connection with United States Tax Notes. 
The “tax-payment value’’ of these notes increases from 
month to month whereas they are redeemable, when not 
used for tax payment, at the price paid. It is suggested 
that no interest be accrued until the notes are used to 
pay taxes. 
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AS TO INCOME 

This section offers somewhat greater op- 
portunity for differences of opinion. It 
covers concededly difficult phases of ac- 
counting, and there are a number of 
important matters which require discus- 
sion. This is not to say that the section is 
weak; on the contrary, it is, on the whole, a 
distinct contribution to the furtherance of 
accounting objectives. 

1. The first sentence of section C indi- 
cates that income is to be measured “by 
matching revenues realized against costs 
consumed or expired, in accordance with 
the cost principle.” I should have pre- 
ferred to start this section with a general 
statement as to the nature of income, even 
though it amounted to no more than a 
statement to the effect that income is 
basically an increase in wealth or capital, 
or, aS Some accountants put it, a “‘realized 
gain.”’ The point is that the reader should 
be given some clue as to the basic nature 
of income. Apart from this, the initial 
sentence is an excellent approach in that 
it brings together section A relative to 
cost and section B relative to revenue in 
the manner so well developed by Mr. 
Paton and Mr. Littleton in their Introduc- 
tion to Corporate Accounting Standards. 
As this sentence is worded I am not sure 
whether the authors consider the ‘‘match- 
ing” as part of the income principle or of 
the cost principle. Does the concluding 
phrase modify “matching” or “‘costs con- 
sumed or expired”? This may be unimpor- 
tant although the “matching” may be of 
costs against revenues, as in the case of 
merchandise sales, or of revenues against 
costs, as in the case of long-term construc- 
tion contracts. I simply ask therefore 9 
whether it would be better to replace the | 
comma with the word “determined” so 
that the statement would read “by match- 
ing revenues realized against costs con- 
sumed or expired determined in accordance 
with the cost principle.” 
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I suppose the implication of the initial 
sentence is entirely clear as to one phase of 
the income problem; income, if it means 
anything, means net income, and its use 
in other senses is unfortunate. In view of 
the frequent use of the term as the equiva- 
lent, or in the sense of, gross income, par- 
ticularly in matters of income taxation, or 
of revenue, I would like to see an added 
sentence explicitly emphasizing the “net” 
character of income. We are frequently 
careless in our use of the term income as, 
for instance, when we speak of ‘‘deductions 
from income,” or when we refer to the 
profit and loss statement as made up of 
“income and expenses.” In view of the 
more serious abuses in the tax field, I be- 
lieve accountants should go on record more 
firmly on this important point. 

2. The second sentence of the introduc- 
tory paragraph provides that all such 
revenues and costs should be reflected in 
the income statement. This raises a ques- 
tion of the first magnitude. I understand 
the sentence to require the virtual elimina- 
tion of the so-called “debits and credits 
to surplus’’; all changes are to be reflected 
in the income account even though they 
may relate to periods other than that 
covered by the statement in which they 
appear or if the period to which they relate 
is not clear. There is a good deal to be said 
for this proposal and particularly after 
reading Mr. Greer’s devastating attack‘ 
upon surplus adjustments, I do not see 
how we can be other than persuaded in 
favor of this procedure. I am reluctant 
to go the full length, however, because I 
believe there may be adjustments or losses 
so large in amount as to preclude their 
inclusion in the income statement of any 
year.’ I am inclined to suggest, therefore, 


4H, C. Greer, Uniformity in Fnancial Statements, 
Proceedings of Ohio State University First Institute on 
Accounting, p. 133. 

* For instance the recent adjustments of the United 


aggregating, as I recall, some 
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that the requirement of showing the “‘en- 
tire income history for a period of years” 
in the income statements be so modified 
as to permit a breaking of the historical 
continuity through the medium of what we 
have come to call an accounting reorgani- 
zation as it would perforce be broken in the 
case of a legal reorganization. The term ac- 
counting reorganization is being ade- 
quately defined, and I woul be willing to 
limit the requirement of continuity to ex- 
tend only from the time of the last ac- 
counting reorganization. This plan would 
permit major readjustments without show- 
ing, in the income statement, extraordinary 
items otherwise therein includable. Perhaps 
further exception should be made as sug- 
gested in the American Institute’s Re- 
search Bulletin #2 which permits a direct 
charge to surplus for the unamortized 
balance of bond discount upon the retire- 
ment of bonds or, as suggested by Mr. 
Stempf, that catastrophic losses be charged 
direct to surplus.® 

This requirement as to inclusion of all 
items in the income statement cannot be 
discussed, however, without making re- 
ference to an alternative solution which 
seems to have been preferred by the 
American Institute of Accountants. I refer, 
of course, to Accounting Research Bulletin 
#8 in which the Institute’s Committee on 
Accounting Research recommends the 
combined income and surplus statement as 
a solution of the problem, with the sug- 
gestion however that direct charges and 
credits to surplus be discouraged. My 
principle difficulty with the Institute’s sug- 
gestion arises out of the average person’s 
inability to properly interpret or deter- 
mine the significance of various items by 
their place or position in such a combined 
statement; the important difference be- 
tween charges in determining income and 
appropriations of income may be obscured. 


6 See footnote 1. 
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It is suggested that the problem is beyond 
the average person in any event, but this 
is perhaps in the last analysis an argument 
in favor of the single statement rule. I 
would prefer, if possible, to rest upon a 
clearly indicated net income in each state- 
ment for each accounting period, although 
I recognize that there are many borderline 
items and that the tentative character of 
the financial statements, particularly under 
war conditions, must be recognized. As a 
practical matter, however, the Institute’s 
suggestion, requiring, as it does, a showing 
of most items in question in the income 
statement, seems to be fairly satisfactory. 
If the Association would accept the modi- 
fications suggested above as to the adjust- 
ments of an accounting reorganization and 
perhaps as to major adjustments, little 
difference would exist between the methods. 

3. Paragraphs 1, 2 and 3 relate primarily 
to the sectionalizing of the income state- 
ment and are generally commendable. 
Paragraph 1 requires the conventional 
segregation of items related to “opera- 
tions” but leaves us pretty much where we 
were as to the area covered by that term. 
No clue is given, for instance, as to reason 
for excluding income and profits taxes 
which many would associate with opera- 
tions. The exclusion from this section of 
items not “ordinarily” associated with 
operations indicates that extraordinary 
items are to be shown elsewhere, and it is 
clear that items relating to prior periods 
are to be excluded. 

Paragraph 3 requires further sections 
but does not indicate the basis upon which 
the sections are to be established and does 
not define or indicate the content of each. 
This omission is particularly significant in 
view of the requirement that all items of 
whatever nature be included in the income 
statement. In view of this requirement, the 
statement might have indicated more 
clearly the precise position of items re- 
lating to prior years. 


4. Paragraph 4 relative to reserves and 
the stabilization of income is basically 
sound, but its wording seems to me to be 
somewhat confusing. Arbitrary reserves 
should, of course, be excluded, but what 
determines whether a reserve is arbitrary 
or otherwise? I also agree fully that re- 
serves resulting from appropriations of 
earned surplus should be ultimately re- 
turned intact to earned surplus; that the 
items for which such provision was made 
should be charged in the income statement. 
It is also clear, however, that if a reserve 
is created by a charge properly made in 
the income statement it is necessary there- 
after to charge appropriate items against 
the reserve. I would also like to point out 
in passing that the statement does not 
deal with the troublesome question of dis- 
posing of the unexpended balances of re- 
serves created by charges in the income 
statement. The comments at the end of 
this section explicitly admit that certain 
types of reserve accounting are entirely 
proper as, for instance, where operating 
reserves are created by carefully deter- 
mined charges to current operating ex- 
penses. There may be an implication in 
paragraph 4, despite the caveat in the con- 
cluding comments, that reserve accounting 
is to be eliminated altogether or that it is 
to be, at least, strictly limited. 

The basic issue here is whether in a 
given -state of facts provision should be 
made in the form of an appropriation of 
surplus or a charge in the income account, 
for once the decision is made as to this 
point, the subsequent procedure is not dif- 
ficult. As far as I can see, the answer is 
largely a matter of probability and com- 
putation. If an item is certain, or very 
likely to occur, particularly with some de- 
gree of regularity, and a reasonable basis 
of computation exists, it should be covered 
by a charge in the income statement; if it 
is a remote contingency, or only a pos- 
sibility, or is not reasonably measurable, 
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an appropriation of surplus is called for. 
As a matter of practice, the question 
comes down to a nice balancing on the 
basis of informed judgment. The issue is 
a particularly important one under war 
conditions. Business faces a multitude of 
uncertainties and the tentative character 
of the financial statements is highly ac- 
centuated. Provision must be made under 
a cautious policy for all measurable factors. 
This policy is not only a matter of prudence 
in business administration but it is socially 
desirable as well. It must be remembered 
of course that the creation of a reserve by 
a charge in the income statement or to 
surplus is ineffective unless accompanied 
by a conservation of assets. In the finai 
analysis, the net income shown in many 
war time income statements must be read 
as being subject to many indeterminate un- 
certainties and unmeasurable costs and 
losses. 

5. I agree generally with paragraph 5, 
particularly in so far as it relates to the so- 
called gain or loss on the sale of treasury 
stock. Since, however, it refers to certain 
types of capital increase or decrease which 
are not to be included in the income ac- 
count, it might have been well to make re- 
ference also to other types of increases or 
decreases of capital which are not income 
transactions such as those resulting from 
gifts, investments of capital by stock- 
holders, and possibly, as I have intimated 
above, from appreciation of various kinds. 
One may quarrel perhaps with the state- 
ment that corporate income is not affected 
by the issuance, purchase or retirement of 
its own stock as being possibly too broad. 
If a corporation issues its own stock as 
salary or compensation for services, or if 
it receives its own stock as a consideration 


which would be revenue if received in 
other forms, corporate income may be 
affected. 

The comments at the end of section C 
summarize what has been said and, except 
for one point, require no further or addi- 
tional comment. The exception is the 
statement with respect to the emphasis 
placed on earnings per share and other 
measures of corporate performances as in- 
dicating the necessity of a ‘common yard- 
stick.” This expression has unfortunate 
connotations; the reference, as Mr. May 
has pointed out, implies that such a yard- 
stick is possible. I think it would have been 
better to describe the situation as re- 
quiring a “common set of standards” for 
the income “approximation,’’ for such, in 
the final analysis, the income computation 
is. And perhaps this note is the one on 
which I should close. As has been indi- 
cated over and over again, the best we can 
do in the matter is to set up points of de- 
parture. A common set of standards im- 
plies the universal application of such 
standards unless a departure therefrom is 
clearly indicated. This procedure permits 
the excercise of informed judgments based 
on the circumstances of each case and the 
taking of appropriate action in accordance 
therewith. Those who depart from the 
standards must justify their departure. In 
developing the standards we will of course 
get nowhere if our mental processes are no 
more than what James Harvey Robison in 
The Mind in the Making called reverie and 
not very far with what he called mere 
rationalizing or seeking to justify what we 
think we believe. What we need is creative 
thinking and, on this basis I congratulate 
the American Accounting Association for 
its splendid efforts. 
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THE CAPITAL PRINCIPLE 


SAMUEL J. BROAD 


tion of the Statement of Accounting 
Principles which deals with Capital 
and I shall endeavor to confine my remarks 
to that subject though it may be necessary 
occasionally to refer to related statements 
made in other sections. References I make 
to paragraph numbers refer to the para- 
graphs contained in the Capital section. 
I have selected the topics covered in the 
Capital section which I believe require 
further discussion before they can be con- 
sidered as settled. If as a result some of 
my remarks seem critical, this does not 
mean that I fail to recognize the valuable 
contribution to accounting thought made 
by the Statement. 


I HAVE BEEN asked to discuss the sec- 


PREMIUMS ON REACQUIRED SHARES 


The initial words in the section dealing 
with Capital are: “corporate capital, the 
equity of stockholders of all classes in the 
enterprise.” I think this specification 
should be kept clearly in mind. What is 
being discussed in the pamphlet is the ac- 
countability of the corporation to its 
stockholders; it is not the economic capital 
of the corporation which would be repre- 
sented by its assets; nor is it the capital 
from the standpoint of the stockholders. 
The concept relates purely to the corpora- 
tion as a separate corporate entity. 

This idea of the existence of the corpora- 
tion, separate and apart from its stock- 
holders, seems to have been lost sight of 
in the following requirement of paragraph 
7 which apparently contemplates main- 
taining separate accounting for the differ- 
ent classes of stockholders: 

If the shares (reacquired shares) are not re- 
issuable, or if they acquire the status of unissued 


or retired shares, such outlay should be charged 
to capital stock account up to the amount by 


which capital stock has been formally reduced; 
the balance remaining should be charged to paid- 
in surplus, if any, up to an amount not in excess 
of the pro-rata portion of the paid-in surplus ap- 
plicable to that number of shares; any part of the 
outlay which cannot thus be absorbed should be 
charged to earned surplus as constituting a dis- 
tribution thereof. 


The phrase “applicable to that number 
of shares,” and particularly the word “ap- 
plicable,” I take to limit the charge to 
paid-in surplus to the proportionate part 
of surplus paid in in respect of the par- 
ticular class of shares retired; and this in- 
terpretation seems to be borne out in the 
second paragraph under “Comments.” 

Accounting principle relates primarily 
to the interpretation of transactions which 
have occurred. We may place either of two 
interpretations upon what happens when 
shares are reacquired: (1) that the corpora- 
tion has paid back to certain of its stock- 
holders part of the capital fund which was 
entrusted to it by all of its stockholders, 
and has reduced its capital fund cor- 
respondingly or (2), that out of a separate 
capital fund entrusted to it by a particular 
class of its stockholders, the corporation 
has paid back to some or all of that class 
the money which they paid in and, if there 
is a premium involved, has at the same 
time distributed to them some of its ac- 
cumulated earnings. Paragraph 7 adopts 
the latter interpretation. 

The difference of interpretation thus 
seems to resolve itself into the question 
whether a corporation has one capital fund 
or more than one; and, if the capital is to 
be considered as made up of two or more 
separate funds where there are two or more 
classes of stockholders, whether each of 
these separate funds is in turn to be con- 
sidered as divisible prorata to the indi- 
vidual shareholders within the group. In 
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the comments on the “Capital” section 
the pamphlet states that “the objective of 
these applications is to make an effective 
distinction between contributed capital 
and capital accumulated as a result of 
earnings.” The segregation of capital as 
between stockholders is not necessary to 
this objective. On the other hand, I believe 
that any dictum which injects distribu- 
tions of earnings into capital transactions 
results in wiping out, in part at least, the 
distinction sought to be made. 

From a legal standpoint, as well as from 
a corporate entity standpoint, it would 
seem that a corporation has one capital 
fund and one capital fund only. Legal re- 
quirements should undoubtedly be re- 
garded as the minimum rather than the 
maximum standards for accounting pur- 
poses. But where accounting concepts dif- 
fer from legal concepts, there must be sub- 
stantial grounds to support the departure, 
something more than mere definition. 

There are several cases in which ac- 
counting practice has departed from or 
gone beyond the legal concept, but in such 
cases there is sound reason for it. For ex- 
ample, the distinction between paid-in sur- 
plus and earned surplus is solely an 
accounting concept and is only recently 
coming to be recognized in statutory law. 
There is sound reason for this accounting 
distinction; it is necessary for an adequate 
disclosure of the corporation’s historical 
record and for the display of its contributed 
capital. Another rule that is strictly an 
accounting rule, and not a legal require- 
ment in any sense of the word, is that a 
quasi-reorganization requires the consent 
of stockholders to be effective for the pur- 
pose of eliminating a deficit in earned sur- 
plus account. Here the justification is that 
such a readjustment should not be under- 
taken lightly or too frequently because it 
could be abused. 

What comparable reason would ac- 
countants have for extending the legal 
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doctrine of capital, and holding that the 
capital fund of the corporation should be 
divided into separate compartments for 
each of the different classes of stock- 
holders? 

From the standpoint of ethics it might 
be argued that it would be unfair to take 
capital contributed by stockholders of one 
class and use it to buy shares from another 
class of stockholders. The rights of dif- 
ferent classes of stockholders are estab- 
lished by law and by the contract con- 
tained in the charter of the corporation. 
The inference may be that these afford in- 
sufficient protection. In most States the 
repurchase of shares is in effect limited to 
the amount of the corporation’s surplus. 
This limitation, however, applies not only 
to the amount of the premium involved 
but also to the entire purchase price. It 
would seem that if, as accountants, we en- 
deavor to enforce ethical action solely by 
putting a limitation upon the proportion- 
ate charge against capital surplus, we are 
only nibbling at the problem. If we think 
that there is anything improper in using 
part of the capital contributed by stock- 
holders to pay back some of them, this 
would apply more importantly to the par 
value than to the premium. A more ef- 
fective solution would seem to be to forbid 
a corporation buying any of its own shares 
(as is done in certain countries) rather than 
to try to accomplish the purpose by re- 
stricting the accounting for the small 
amount usually involved in the premium. 
Such a prohibition, however, would pre- 
vent the repurchase of capital stock for 
retirement, and this seems uncalled for. 

Thus it does not seem that any sufficient 
social purpose could be promoted by this 
proposed accounting extension of legal re- 
quirements. On the other hand, the reverse 
could quite conceivably be the case. Situa- 
tions have arisen where a requirement that 
the premium on shares retired, or the ex- 
cess of cost over capital and the pro-rata of 
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the capital surplus, be charged to earned 
surplus would be of sufficient importance 
to prevent the consummation of a trans- 
action which in all other respects would be 
beneficial to stockholders. I can conceive 
of as many cases where the rule would 
prevent a sound transaction as where it 
would prevent an unsound one. Accord- 
ingly, I see no occasion for the accountant 
to depart from the legal interpretation of 
the transaction, namely, that the corpora- 
tion has a single capital fund entrusted to 
it by stockholders as a whole to be used 
for their benefit and that any increese or 
decrease in this fund is an increase or de- 
crease of capital, and not a distribution of 
income. 

A situation could readily be visualized 
where, without liquidation, substantially 
all the capital contributed by one class of 
stockholders had been repaid. Particularly 
might this be the case if a substantial part 
of the capital had been raised by Preferred 
issues which had been redeemed with or 
without a premium. In the absence of re- 
financing or partial liquidation, the only 
manner in which funds for the purpose 
could be made available would be by 
retaining earnings in the business instead 
of distributing them. The balance sheet 
would necessarily reflect as undistributed 
earned surplus the earnings retained in the 
business in respect of at least the par value 
of the Preferred Stock retired, and it 
seems just as correct to show them as re- 
tained in respect of any premium paid. 

The purpose of financial statements is 
to show the facts of the case and what has 
happened. The facts with regard to capital 
and surplus in a hypothetical case might 
be summarized as follows: 

(1) A company has issued certain stock and 
has received therefrom proceeds which 
have been segregated between (a) Preferred 
Capital Stock, (b) Common Capital Stock, 
(c) premiums received on Preferred Stock, 


and (d) portion of Common Stock pro- 
ceeds credited to paid-in surplus; 


(2) For all corporate purposes (c) and (d) are 
similar and apparently legal and contract 
or charter restrictions on one are no differ- 
ent from those on the other. The only dif- 
ference between them is their historical 
source; 

The Preferred Stock has certain prefer- 
ences over the Common Stock as to 
dividends and as to the amount receivable 
in involuntary liquidation; 

The corporation has the right to liquidate 
voluntarily or to call the Preferred Stock 
at a certain premium; 

) Apart from these priorities, there are no 
separate equities for the Preferred Stock 
as distinct from the Common Stock; the 
net equity is the equity of the corporation 
as a separate entity and not of any class of 
stockholders; 

The preferences as to dividends and liqui- 
dation control entirely, and are not af- 
fected by the source of the capital. The 
amounts paid in by each class of stock- 
holder have no bearing upon the responsi- 
bilities of the corporation to the different 
classes of stockholders, nor has the corpo- 
ration any responsibility to take into ac- 
count the sources of its capital funds. In 
fact in liquidation it cannot do so; 

Provided no legal restrictions exist (and in 
some jurisdictions they probably do exist) 
the directors could pay dividends on any 
class of stock, subject to the existing pref- 
erences, from any class of surplus and it is 
within their power (which has been exer- 
cised upon occasion with what I consider 
perfect propriety) to reduce the capital 
and return part of the capital fund 

_ to stockholders without disturbing the 
earned surplus. The essentials of such a 
situation are, of course, full disclosure at 
the time and in the next annual report. 


A financial statement which showed 
these facts would, in my mind, be meeting 
the requirements of the situation. I do not 
think that accountants have power to 
change the facts or, by what is little more | 
than an arbitrary definition, to say that 
any time Capital Stock is retired at a 
premium, a distribution of earnings has 
been made. 

Proponents of the contrary theory seem 
to be confusing the accounting of the 
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corporation with the accounting from the 
standpoint of the stockholders. Mr. Frank 
P. Smith, in an article published in The 
Journal of Accountancy for August, 1941, 
gives certain illustrations of the applica- 
tion of the two alternative methods. He 
demonstrates that if premiums are charged 
against paid-in surplus regardless of source 
and the corporation subsequently liq- 
uidates, the allocation of the distribution 
to the remaining stockholders, between 
paid-in surplus and earned surplus, is dif- 
ferent from the paid-in capital and earn- 
ings applicable to their holdings. 

Similar differences would emerge, how- 
ever, even if the shares reacquired had 
been purchased at exactly their issue price. 
In such circumstances, the difference be- 
tween the amount of the capital and the 
purchase price would be charged in its 
entirety to paid-in surplus under either 
theory. Nevertheless, upon final liquida- 
tion the remaining stockholders would 
receive as a distribution of surplus, not 
only the earned surplus which related to 
their shares, but also earned surplus ap- 
plicable to the retired shares at the date 
they were retired. Each stockholder would 
receive over and above his contributed 
capital and his prorata share of the earned 
surplus what would be, in effect, his share 
of the gain which resulted from retiring 
previous stockholders’ shares without pay- 
ing them any portion of the earned surplus. 
This could hardly be considered any more 
in accord with the realities from the stand- 
point of the stockholder than are the re- 
sults in the illustrations given by Mr. 
Smith. Only where stock was retired at 
exactly its book value would such dif- 
ferences disappear. 

Suppose further that some stockholder 
had paid $10.00 for a share of capital stock 
which had a book value of $15.00. The 
stockholder would consider dividends paid 
out of earned surplus existing when he 
purchased the stock as income to him, and 


upon liquidation he would consider any 
excess he received abeve $10.06 as a gain, 
regardless of whether the corporation’s 
accounting reflected the liquidation as a 
charge to paid-in surplus, or earned sur- 
plus, or capital stock. 

When we try to base our accounting for 
the corporation upon the relative effect 
from the standpoint of the stockholders, 
we immediately run into difficulties. Any 
argument which is based upon the neces- 
sity of conformity between the two defeats 
itself. Such conformity is impossible and 
we are going to have different results one 
way or the other under either method in 
every case where stock is retired at a price 
different from its book value. Any attempt 
to force the facts so as to minimize these 
differences is not justified on the basis of 
the results attained. We are on safer 
grounds if we stick to the accounting as a 
reflection of the facts as they relate to the 
corporation as a separate corporate entity. 

Under corporation law any distribution 
to stockholders should be made prorata to 
all stockholders of the same class. If we 
interpret the purchase of reacquired shares 
at a price higher than the issue price as in 
effect a distribution, and have to justify 
the charge to earned surplus upon any 
such argument, we would seem to be in a 
weak position because the distribution has 
not been prorata. 

It may well be that there are cases where 
premiums paid should preferably be 
charged against earned surplus, as for ex- 
ample, where a premium is paid pursuant 
to charter provisions relating to a sinking 
fund. It may be that premiums paid upon 
preferred stock should in some circum- 
stances be treated differently from pre- 
miums on common stock. I do not think the 
possibilities have yet been explored to the 
point where we are in a position to put 
all transactions involving premiums into 
the same category, and say that there has 
been a distribution of earned surplus. Any 
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such position should, I believe, be sup- 
ported by stronger arguments than thave 
yet been adduced. 

Moreover, a clear distinction should be 
made between financial policy and ac- 
counting principle. There may be financial 
policies which we do not approve, such as 
the taxation of undistributed profits, or 
the assumption of liabilities excessive in 
relation to capital, or the payment of so 
called “dividends” out of paid-in surplus. 
We encounter these but as they do not in- 
volve matters of accounting principle they 
are largely beyond our control. To some 
extent they are disclosed but the ac- 
countaint must necessarily stop there. He 
does not possess regulatory power and 
should not attempt to assume it by making 
categorical interpretations of transactions 
which the facts do not warrant. 


SURPLUS AVAILABLE FOR DIVIDENDS 


The last sentence in the introductory 
paragraph contains a new requirement. It 
states: ‘““‘Where corporate laws permit the 
payment of dividends from paid-in capital, 
the extent to which paid-in capital is 
available for that purpose should be in- 
dicated on financial statements.” In my 
opinion, this would be dangerous practice 
for the accountant to follow. In the first 
place, for surplus to be “available” for 
dividends, presumably the company must 
be in a position, as to cash or other assets, 
to pay the dividend. Dividends from capi- 
tal surplus might be permissible but the 
funds might not be available, in which 
case it would be at least ambiguous to 
state that the surplus was available. What 
is meant doubtless is that where it would 
be permissible to pay dividends from the 
paid-in surplus if the funds were available 
the fact should be stated. Again, the re- 
quirement would carry the accountant 
beyond the field of accounting. The funda- 
mental basis adopted for accounting pur- 
poses is cost; cost is the basis not only of 


the assets but also of the surplus. In the 
majority of States, however, the right of a 
corporation to pay dividends is not based 
upon cost of its assets but upon their value; 
in short, dividends may not be paid unless 
the value of the assets exceeds the liabili- 
ties and stated capital. Some States also 
permit the payment of dividends out of 
profits or earnings. Cost does not enter into 
the formula to any major extent in either 
case and thus the surplus determined on 
a cost basis would not necessarily measure 
the amount which it would be permissible 
to pay out in dividends. There might be a 
very wide disparity between cost and 
value. 

The requirement would also necessitate 
the accountant passing upon a question of 
law. It might seem at first blush to be a 
simple question whether under the law of 
the particular State dividends could be 
paid from paid-in surplus. Other questions, 
however, might well be involved, as for 
example, whether a corporation organized 
in one State and domiciled in another 
would need to conform to the laws of 
both States. I think that most corporation 
lawyers would hesitate a long time before 
they would be prepared to give an opinion 
as to how much of any particular kind of 
surplus could properly be used for divi- 
dends, and accountants would do well not 
to rush in where lawyers fear to tread. 


ABSORPTION OF A DEFICIT 


Paragraph 1 permits the absorption of a 
deficit as a reduction of paid-in capital, and 
paragraph 4 requires as a condition that 
there should be approval by the stock- 
holders. This doctrine is generally ac- 
cepted. The approval by the stockholders 
is a condition which has been imposed 
solely at the instance of accountants and 
is an example of the concept that ac- 
counting rules, when they go beyond legal 
requirements, should serve some useful 
social purpose. It must be frankly admitted 
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that approval by stockholders has nothing 
to do with accounting principle, and the 
fact that stockholders approve cannot 
make bad practice good or their failure to 
approve make good practice bad. The re- 
quirement for stockholder approval has 
been imposed solely to make the elimina- 
tion of a deficit a formal, infrequent and 
considered action because too easy and 
informal an adjustment might lead to 
abuses and be contrary to the public 
interest. 

Presumably there is no limitation in- 
tended as to the source of the paid-in sur- 
plus which could be so used to absorb a 
deficit. If it represented capital paid in by 
the preferred stockholders it could still 
apparently be used to absorb the deficit 
even though the deficit represented prin- 
cipally a shrinkage of the common stock 
equity without impairment of the liquidat- 
ing preferences of the preferred stock. This 
would seem to be inconsistent with the 
theory underlying paragraph 7 which 
limits charges against paid-in surplus in 
respect of premiums on capital stock reac- 
quired to the prorata proportion of the 
surplus paid in by each particular class of 
stockholders. 

On this same subject of surplus created 
by a reduction in the stated value of pre- 
ferred stock, paragraph 6 requires that the 
surplus be designated and shown in con- 
junction with the reduced stated value of 
the preferred stock if the liquidation pref- 
erence has not been correspondingly re- 
duced. One might question just what me- 
chanics would be adopted to do this if the 
paid-in surplus has been used to absorb a 
deficit. Suppose, for example, that pre- 
ferred shares of $100.00 par value had 
been reduced to $75.00 without changing 
the liquidation preference of $100.00, and 
common stock had been reduced from 
$50.00 to $10.00 per share, and that the 
resulting paid-in surplus had been used 
to absorb a deficit. Is it intended that the 
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paid-in surplus used to absorb the deficit 
shall be reinstated and a corresponding 
deficit shown for the common stock? If 
this is what is meant, the provision would 
seem to make the action of the stock- 
holders in reducing the capital a futile 
gesture. The purpose of the quasi-reor- 
ganization, to clean house and start a fresh 
with a dated surplus and no deficit, would 
be defeated. 


SURPLUS CHARGES 


Paragraph 3 contains a requirement 
that ‘“‘charges for all cost amortization and 
asset values expired should be by way of 
the income account.’”’ No such charges may 
be made direct to earned surplus under the 
terms of paragraph 2. This is a corollary 
to the statement under Income that “the 
income statement for each fiscal period 
should show not only the items affecting 
current results, but also any adjustments 
for gains or lesses which may not be re- 
garded as strictly applicable to the opera- 
tions of the current period but which have 
nevertheless been first recognized in the 
accounts during the period.” This is one 
of the most difficult questions which face 
accountants and it has been the subject of 
a great deal of discussion for almost as long 
as I can remember. Its proper solution im- 
mediately raises a number of fundamental 
questions. One of these questions is 
whether there can be any form of income 
statement which will serve all purposes 
and, if not, what purpose shall be para- 
mount. 

The pamphlet seems to regard the pri- 
mary purpose of financial statements to 
be to provide a historical record, one ob- 
jective stated, and repeated, being that 
“income statements of a corporation ex- 
press completely its entire income history 
for a petiod of years.” 

Another purpose of the income state- 
ment, perhaps today of greater impor- 
tance, is to give some indication of earning 
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power. By proper segregation, classifica- 
tion and analysis the statement can serve 
both purposes to the initiated. To the un- 
initiated, we proclaim that too much 
emphasis should not be placed upon the 
last line of the income statement and that 
the statement is merely one chapter in a 
continuous history. Nevertheless, how- 
ever much we protest against it, the 
emphasis is placed upon the last line by 
the rank and file of investors. If the 
purpose of financial statements is that 
“the needs for those concerned with 
corporate reports . . . may be best served,” 
and if those concerned are not statisti- 
cians or accountants and do put a great 
deal of stress upon the final figure and use 
it, even improperly, in appraising their 
investments, it may be that the advantage 
from a historical standpoint is out- 
weighed by the disadvantage from an 
earning power standpoint. 

In making these comments I am not re- 
ferring to the common type of compara- 
tively routine adjustments which it was 
formerly quite customary to bring in 
through the surplus account, but rather 
to major adjustments, revaluations, settle- 
ments, catastrophes, etc. which, while they 
may be recognized in a particular year, 
may have little or nothing to do with the 
operations of that year and may be suf- 
ficiently large to distort the results shown 
by the income statement. I refer by way 
of example to the substantial depreciation 
of foreign assets which has happened at 
least twice in recent years; to liquidation 
of non-operating properties at a loss so 
substantial that it might wipe out the cur- 
rent year’s earnings entirely; to the effect 
of wars and political disturbances upon the 
properties; to the settlement of patent or 
other litigation which may have affected 
the results of a period of years some time in 
the past, and items of similar nature. 

One may question further whether em- 
phasis on the historical basis is consistent 


with the idea of “matching” stated in the 
general proposition that “Income is meas- 
ured by matching revenues realized against 
costs consumed or expired, in accordance 
with the cost principle.” If the revenues 
and the costs are not related, the “‘match- 
ing” is little more than a sum in arith- 
metic. 

The obvious answer is that if extraneous 
items are charged to the current income 
account and if the reader reads the income 
account carefully he can make his own 
calculations as to earning power. But does 
he do this? Does he not rely most fre- 
quently upon the two or three lines which 
appear in the public press? 

I think before this question can be con- 
sidered settled we will have first to reach an 
agreement as to which of the major pur- 
poses of the income statement shall be 
controlling. 


RESTRICTIONS ON SURPLUS 


Paragraph 7 adds a requirement as to 
disclosure not included in the previous 
statements when it suggests, in connection 
with reacquired shares, that “any conse- 
quent restriction on surplus distribution 
should be disclosed.” Because this require- 
ment has called forth some discussion, I 
should like to express my agreement with 
it. 

The laws of most States today forbid 
any distributions or dividends by a corpo- 
ration to its stockholders except out of the 
excess of the amount of its assets over its 
liabilities and capital; in other words, ex- 
cept out of surplus. It is almost universal 
practice today to deduct reacquired shares 
on the liabilities’ side of the Balance Sheet 
rather than to show them as an asset. 
With infrequent exceptions, the legal capi- 
tal of a corporation is not reduced by the 
purchase of reacquired shares until the 
shares are formally retired. In the mean- 
time, the legal capital would seem to be a 
significant figure which should be main- 


tained and disclosed in the Balance Sheet. 

If the treasury stock is deducted directly 
from surplus and the net amount extended, 
the restriction on surplus would seem to 
be adequately indicated. If, however, it 
is deducted from the total of capital and 
surplus without specification as to which 
is involved (probably the most common 
practice), there is not, to my mind, a clear 
indication that the free surplus (rather 
than the capital) is reduced. Money which 
has been used to repurchase shares cannot 
be used again for the payment of dividends 
and it has been so used until the restriction 
is removed by the sale of the stock or its 
retirement. I do not think the stockholder 
is clearly advised of this limitation merely 
by the deduction of reacquired shares from 
the total of capital and surplus without 
further specification. 


DISCLOSURE 


At the risk of riding a hobby, I would 
like to question whether disclosure is a 
matter of accounting principle. If we take 
the term ‘“‘the truth, the whole truth and 
nothing but the truth,” adequate disclosure 
would seem to fall under the category of 
“the whole truth.” There may, however, 
be some question whether this is a principle 
of accounting or a maxim of law or of 
ethics or morality. I think we might well 
draw a distinction between what are 
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strictly and fundamentally accounting 
questions involving interpretation of trans- 
actions on the one hand, and what are little 
if any, higher in the scale than rules as to 
what should be disclosed. The two sub- 
jects seem to me to be separate and distinct 
and preferably to be dealt with separately. 
I refer, by way of-example, to paragraph 
5 which deals with the contents of financial 
statements; the sentence in paragraph 6 
which calls for the showing of preferences 
in liquidation; and the treatment of re- 
acquired shares and any consequent re- 
strictions on surplus required by para- 
gtaph 7. These rules in my mind hardly 
qualify as accounting principles or even 
as illustrations or applications of them. 
They are of a lower order. They could 
satisfactorily be established by law; the 
same could not be said of accounting 
principles. 

I find I have concentrated almost en- 
tirely on subjects on which I believe there 
is not yet general agreement. The chief 
value of a statement of accounting princi- 
ples such as contained in this pamphlet is 
that it crystallizes points of agreement and 
points of disagreement. It promotes dis- 
cussion of debatable questions and in the 
words of the pamphlet “periodic restate- 
ments, and the discussions preceding and 
following them, can have only salutary 
effects.” 


CoMMENTs BY WILLIAM W. WERNTZ 


It is the essence of such meetings as these 
that there be discussion and disagreement. 
It seems to me that Mr. Broad has made 
a very substantial contribution by pointing 
out what he feels are the weaknesses and 
the inconsistencies of the Committee’s 
Statement as to accounting for capital. 
By marshaling forcefully the arguments 
against the Committee’s position and by 
outlining the foundation on which he bases 
his own views he has made it possible for 


all of us to examine the issues more intel- 
ligently. For my part, i find myself in 
general agreement with the Committee’s 
views. There are, however, a number of 
points in the Statement with which I agree 
but as to which I fear there is not com- 
pletely satisfying evidence. For example, 
Mr. Broad, in discussing the repurchase of 
stock at a premium, asked what harm could 
be done by charging the premium to capi- 
tal surplus contributed by another class of 
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security holders. And again he asserted 
that there seemed to be no sufficient social 
purpose that could be promoted by the 
Committee’s treatment of that item, which 
treatment he termed an “extension of legal 
requirements.” Answers to these questions 
in terms of concrete case studies are not 
available; research is clearly indicated. In- 
deed, so far as I know there has been little 
done to devise a laboratory procedure for 
testing a proposed treatment in terms of 
whether someone will be “harmed” or not. 
Research into criteria for judgment of this 
question is likewise indicated. One may 
suggest, however, that until such criteria 
are agreed upon deductive reasoning offers 
the best approach, buttressed where pos- 
sible by the analysis of such typical and 
atypical cases as may be known. 

With this in mind I should like to pro- 
ceed to a consideration of the “capital 
principle,” and Mr. Broad’s comments 
thereon. With your permission I shall do 
this as an individual and not, in any sense, 
as a representative of the Securities and 
Exchange Commission. Moreover, in order 
to develop certain criticisms that have 
been offered by others, I shall use the argu- 
ments they have advanced, although I 
may not personally be fully in accord 
with either the criticism or the argument. 

I should like to interject here one point 
that has occurred to me and I suspect has 
occurred to all of you in reading discussions 
about accounting principles, and that is 
the danger inherent in the use of words. 
Even this morning in as able hands as 
those of Mr. Staub and Professor Paton, 
and this afternoon in the remarks of the 
various speakers, I found the use of words 
which were designed to prove something 
but which left me wholly at sea. 

For example, we heard this morning the 
use of the term “realistic.” At another time 
and in other places we have heard the use 
of the word “arbitrary”—this is arbitrary 
or that is arbitrary. Even the Commit- 


tee’s statement condemns reserves which 
“equalize” profits. Mr. Broad, if I may be 
personal for a moment, used the words, “a 
capital transaction.” 

All of those words conjure up certain 
types of reactions in us, but so far as I 
know, there has been very little work done 
in exploring just what is “realistic,” or 
just what is “arbitrary.” In fact, if you 
get into a discussion of a rule such as 
“first in, first out” versus “last in, first 
out,” the person advocating “‘first in, first 
out” is very apt to tell you that the results 
of using “‘last in, first out” are ‘“‘arbitrary 
and unrealistic”; whereas the person using 
“last in, first out” will assure you with 
every degree of sincerity that “first in, 
first out” results in an “unrealistic and 
purely arbitrary” picture. 

So it seems to me—and incidentally I 
shall probably be guilty of the same thing 
a little later on—that we ought to give a 
little more thought to the use of these 
words which are so convenient and which 
completely disprove the other fellow’s case 
to our own mind but which have little or 
no weight to his mind. 

Returning to the question at hand, I 
think I can state very briefly the principal 
steps I take in considering the problem of 
accounting for capital. The order of the 
list does not involve any assumptions as to 
relative importance, nor as to which, if 
any, is more fundamental than the others. 

First, for accounting purposes, capital is 
measured and dealt with as the difference 
between assets and liabilities (I shall refer 
to this later as the accounting net assets) 
and does not take into consideration either 
transfers of shares by stockholders, valua- 
tions inferred from prices of such transfers, 
or indeed, except in extraordinary circum- 
stances, the changing market or other ap- 
praisals of the assets or of the enterprise. 

Second, at any given moment one can 
analyze the accounting net assets either 
(a) in terms of the rights of certain persons 
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to them, such rights being largely inde- 
pendent of the source of the net assets, or 
(b) in terms of an historical reconciliation 
with the amount contributed in respect of 
presently outstanding shares. 

Third, the reconciliation treatment is 
usually followed, in truncated form, in 
financial statements for it is a more in- 
formative and useful means of presentation 
than an analysis based solely on, for ex- 
ample, the liquidating claims of existing 
shareholders. 

Fourth, it is customary to exclude from 
the reconciliation a record of aggregate 
earnings and dividends paid and aggregate 
changes brought about by reacquisition 
and retirement or resale of shares. 

Fifth, amounts paid shareholders, 
whether as so-called dividends, or upon 
the surrender of part or all of their nights, 
must be analyzed to determine their 
proper effect on the reconcilation presenta- 
tion. All dividends are not “earned” and 
all repurchase prices are not solely a return 
of capital, either from the point of view 
of the shareholder or from the point of 
view of the corporation. 

Sixth, it is immaterial for purposes of 
the accounting reconciliation whether 
amounts paid in by shareholders are re- 
corded as capital stock or capital surplus. 

Seventh, where a corporation has seen 
fit to obtain stockholder capital under 
two or more different agreements it is im- 
portant and significant to reflect in the 
reconciliation a separate accounting for 
each class. 

Eighth, the reconciliation method im- 
plies that there is significance in a distinc- 
tion between that portion of the net assets 
which is considered to be contributed and 
that portion which reflects undistributed 
earnings. 

Ninth, for legal purposes, consideration 
and hence analysis of the accounting net 
assets at any given moment are important 
mostly in terms either of the rights of 
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stockholders therein or, and this is perhaps 
the reverse of the mirror, of the extent to 
which directors, and stockholders, may 
turn over such assets to stockholders with- 
out infringing the rights of other stock- 
holders, or of creditors. The reconciliation 
technique does not always yield the in- 
formation that is critical in the legal analy- 
sis. Indeed, the latter is often held to recog- 
nize present market, reproduction or 
enterprise values that are generally ex- 
cluded from consideration for accounting 
purposes. 

Tenth, since the reconciliation method 
presupposes a distinction between con- 
tributed capital and reinvested earnings it 
is necessary to establish principles govern- 
ing distributions and deductions from these 
sources, as well as additions to them. 

We may experiment with, or perhaps 
apply, most of these steps by considering 
Mr. Broad’s analysis of the possible views 
that may be taken of the repurchase of 
stock at an amount in excess of the stated 
capital plus a prorata share of applicable 
capital surplus. It would be clearer perhaps 
if we say at an amount in excess of the 
average amount contributed or paid in by 
shareholders of that class. He indicates 
that one may “place either of two inter- 
pretations upon what happens when shares 
are reacquired: (1) that the corporation 
has paid back to certain of its stockholders 
part of the capital fund which was en- 
trusted to it by all of its stockholders, and 
has reduced its capital fund correspond- 
ingly or (2), that out of a separate capital 
fund entrusted to it by a particular class 
of its stockholders, the corporation has 
paid back to some or all of that class the 
money which they paid in and, if there is a 
premium involved, has at the same time 
distributed to them some of its accumu- 
lated earnings.” 

At the start, there is no essential conflict 
between these two views. Clearly the 
original paid-in capital is precisely the 
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same, whether one examines the question 
from the point of view of the corporation, 
which receives assets and issues participa- 
tions in its economic life, or from the stock- 
holders, however grouped, who part with 
assets and receive participations. And 
broadly viewed at any subsequent time 
the corporate capital, including for the 
moment any amounts designated as un- 
distributed earnings, is exactly the same 
whether examined from the point of view 
of the corporation or that of all the stock- 
holders as a single class, or that of the 
stockholders as an aggregate of classes 
each having separate claims as against 
other classes. All of these approaches 
disregard, first, value changes outside 
the scope of a continuous accounting for 
the corporation and, second, changes in the 
composition of the stockholder group due 
to transfers of outstanding shares. Such 
transfers of outstanding shares reflect no 
new sums available to the corporation for 
corporate activities, and do not in any way 
represent distributions of corporate assets 
or changes in the obligations of the corpo- 
ration to its stockholders or in accounting 
for the assets entrusted to it. The prices 
at which transfers take place may be of 
significance in valuing the enterprise, but 
they are not ordinarily to be reflected in 
the company’s capital accounting. 

It appears to me, therefore, that the 
problem is principally one of giving in- 
formation as to the component parts of a 
total. Under the view advocated by Mr. 
Broad stated capital is to be analyzed by 
classes of stock, unstated capital is to be 
analyzed only by treating all stockholders 
as a group, while earned surplus is con- 
sidered to be the balance of earnings after 
deducting dividends, which, of course, 
are inherently analyzed by classes of stock. 
Clearly whatever procedure is followed the 
sum o! the three components, capital, capi- 
tal surplus, and earned surplus, will be the 
same. 


I may criticize the results of Mr. Broad’s 
approach from two points of view. First, if 
as both the statement and most accounting 
authorities agree contributed capital is to 
be measured for accounting purposes not 
by par or stated value, but instead by the 
amount received whether recorded as capi- 
tal or as capital surplus, it seems illogical 
to analyze the par values by classes of 
shares but the excess only by distinction 
from stated capital on the one hand and 
earned surplus on the other. Second, such 
an undifferentiated account seems to me 
to fail to indicate important historical 
events. I think it significant to know 
whether and how much capital surplus was 
contributed by common shareholders, and 
how much if any by preferred shareholders. 
I think it also significant to prevent the 
following of a practice which will serve 
to bury such important facts as that the 
capital contributed by one class of shares 
has been paid out to another class of 
shares. For accounting purposes, why 
should not the actual contribution of a 
class be treated as sacrosanctly as that 
portion we are wont to call “par value” or 
“stated value” or assigned value? 

One apparent answer to this point of 
view is that disclosure is had in the year 
in which the absorption of capital surplus 
took place and that indeed the consent of 
security holders may have been gotten. I 
do not think this answer is sound. Consent 
is by no means a cure-all. Certainly in the 
determination of what is income consent 
is not allowed to over-ride the accountant’s 
concept of income. Nor do I feel that con- 
sent may be relied on to justify subsequent 
non-disclosure of a significant fact. Nor do 
I feel that consent may permit transfers 
from capital surplus to bolster a declining 
earned surplus either directly or indirectly. 
Such devices (all with consent—either real 
or fancied) were common some years ago 
and have long been outlawed. If the point 
has merit here, the argument should be as 
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to whether this is, or is not, a situation 
where there are optional treatments. 
Surely, the argument as to consent cannot 
be used as an argument that there are 
optional treatments. Therefore, so long as 
the reconciliation method is followed and 
thought desirable, some may question 
whether disclosure in the year of the charge 
is adequate and whether consent cures any 
possible malpropriety, since the terms of 
subsequent reconciliations would forever 
be altered, and the disclosure of a former 
year unavailable or forgotten. 

There are two remaining points made by 
Mr. Broad which I think warrant discus- 
sion. At one point he said, “A situation 
could readily be visualized where, without 
liquidation, substantially all the capital 
contributed by one class of stockholders 
had been repaid.”’ He then cited the case 
of preferred stock redeemed and pointed 
out that, in the absence of refinancing, the 
usual source of the necessary funds would 
be retained earnings. His conclusion was 
that “the balance sheet would necessarily 
reflect the earnings as retained in the busi- 
ness in respect of at least the par value of 
the preferred stock retired,” and that “‘it 
seems just as correct to show them as re- 
tained in respect of any premium paid.” 
I must confess that I do not wholly follow 
the reasoning of this illustration nor grasp 
its intended significance. If the preferred 
stock is purchased at its par value, earned 
surplus would not appear to be affected 
though it might well be segregated and 
labeled as not intended for distribution. If 
the redemption price exceeded par (or 
better, the contribution of the class) the 
stated capital and original premium would 
under all theories be eliminated. Any excess 
must be reflected, it seems to me, not as an 
increase in the amount of earnings re- 
tained but rather as a decrease, an actual 
paying out of earnings. Certainly, the sum 
of the remaining capital stock and capital 
surplus and earned surplus will be less 


than if the redemption price were exactly 
equal to the contribution of the class. And 
since by hypothesis the preferred is being 
redeemed out of earnings, it would seem 
logical to apply the excess premium against 
earnings rather than against capital. 

The final argument I wish to examine is 
“that under corporation law any distribu- 
tion to stockholders should be made pro- 
rata to all stockholders of the same class.” 
The conclusion is that if we analogize the 
premium to a distribution of earnings we 
are in a weak position because of the above 
requirement. There is, it seems to me, a 
short answer to this. Whatever “prefer- 
ence”’ is involved is inherently involved in 
the purchase of the shares, not in the 
problem of whether to charge earned or 
capital surplus, which distinction by the 
way is admitted to be largely one of ac- 
counting. To be sure it is probable that the 
repurchase price must be fair, but if the 
price is fair, the right and power of a corpo- 
ration to acquire its own shares disposes 
entirely of the preference argument. Again 
the law it seems to me is looking to assets, 
not to the accountants’ presentation of the 
net worth section. This is even more clearly 
true where the statute requires a restric- 
tion on, or absorption of, earned surplus 
equal to the cost of the shares. And finally 
if the stock is acquired in exercise of agreed 
upon rights of call, what is left of the pref- 
erence argument? 

Disposing, at least to my own satisfac- 
tion, of the arguments against the charge 
to existing earned surplus does not wholly 
solve the question. There remains the 
question of cases where capital surplus but 
no earned surplus exists. Again by analogy 
to dividend accounting it would seem logi- 
cally permissible in the absence of earned 
surplus to consider the assets paid out as a 
distribution of the capital contributed by 
the remaining shareholders. And, indeed, 
a strong argument has been made by some 
that it is permissible either to defer the 
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premium so as to charge it against subse- 
quent earnings or earned surplus, or to 
make the charge to capital surplus and 
thereafter restore the amount by transfers 
from earnings or earned surplus. In such 
cases as this, the point is frequently made 
that we cannot require a charge to earned 
surplus for this item or that item because 
to do so would prevent an otherwise sound 
refinancing. I think such an argument may 
have a great deal of merit, but I also think 
it has be to used with a good deal of cau- 
tion. There is something to be said for the 
other side. If we require the item to be 
charged to earned surplus, nobody will buy 
the new shares. One possible answer is that 
if that is true, perhaps investors ought not 
to buy the new shares. The same problem 
presented in the treatment of bond dis- 
count upon refunding. 

Finally, I should like to suggest that per- 
haps our principal difficulty with the lower 
right-hand section of the balance sheet is 
that we have sought to force into balance 
sheet form information which yields much 
more readily to the surplus or income state- 
ment technique. Would not many of our 
questions be solved if the accounting net 
assets were shown as a single figure in the 
balance sheet supported by a running 
analysis in a separate schedule? In that 
schedule (as suggested by point 5 of the 
Committee’s statement) there could be 
given a true reconciliation between the 
beginning and end of the year of each of 
the significant items, or preferably a grand 
summation of these factors since the begin- 
ning of the corporation, grouped if desired 
into convenient periods of, say, five or ten 
years. 

In discussing the topic “Surplus Avail- 
able for Dividends” Mr. Broad has touched 
upon another very ticklish question. The 
Statement proposal is that the extent to 
which paid-in surplus is available for divi- 
dends should be noted. Mr. Broad has 
pointed out that many laws take into con- 


sideration such factors as present values, 
that there is real doubt as to the interpre- 
tation to be placed on certain important 
corporate statutes, and that “availability” 
perhaps implies the availability of cash as 
well. Such difficulties are weighty and do 
perhaps involve an undesirable extension 
of the accountants’ field. However, a more 
difficult question is raised by his point. 
I think it entirely possible that one in- 
ference frequently drawn from the amount 
shown as net profit for the year, or as 
earned surplus, is that such amount is 
“available” for dividends. Indeed, Mr. 
Broad in common with most accountants 
indicates the desirability of disclosing re- 
strictions on earned surplus. Yet, most of 
the points made by Mr. Broad against the 
Committee’s position on paid-in surplus 
apply with equal weight to the availability 
of earned surplus for dividends. Is it not 
arguable, therefore, that it is necessary or 
desirable to disclose the possible unavail- 
ability even of earned surplus? Perhaps, 
the answer for accountants is to return this 
problem whence it came, to counsel, by 
requesting an opinion of counsel the sub- 
stance of which could be given in a foot- 
note. 

I should like to add just one further 
thought which occurred to me as a result 
of Mr. Broad’s discussion of quasi- 
reorganization, and that is the availability 
of paid-in surplus for that purpose. No one, 
so far as I know, has given much thought 
to whether there must be special types of 
capital surplus to absorb the deficit or 
whether any capital surplus legally created 
can be so used. \ 

Now, the doctrine of quhsi-reorganiza- 
tion is, I take it, almost wholly an ac- 
counting doctrine. We are, therefore, not 
so much bound by legal problems as in 
some other fields. I may suggest that one 
possible avenue of development of this 
theory is toward a further restriction deal- 
ing with the type of surplus which may be 
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used. I see nothing incongruous in ac- 
countants adding to our present rules the 
requirement that the capital surplus be 


derived from those shares which had the 


lowest order of priority in the distribution 
of the net assets. 


On December 30, 1941, the Association devoted another session to its statement of prin- 
ciples: An open forum participated in by the speakers of the day before and other members 
of the Association. A transcript of this forum follows. 


A. C. LITTLETON: I thought 
that we might approach the discussion of 
yesterday’s papers in this way: A number 
of written questions have been passed to 
the authors of the papers and they have 
had a few minutes to think about what 
they want to say in reply. But I have not 
given them the opportunity of seeing all 
of the questions. I think they will not 
mind giving extemporaneous replies to 
these questions in much the same fashion 
as if the questions had been given orally 
from the floor this morning. That does not 
give a man much chance to order his 
thoughts, and I am sure you will all bear 
in mind that the answer is not one that 
has resulted from a mature consideration 
of the question. After all, this is appro- 
priate in a discussion session. It is a matter 
of exchanging ideas and clarifying our 
thinking by striking sparks here and there. 

I am going to ask each of the men on the 
platform to read the question given him 
and to reply briefly. Then I shall read 
some of the other questions that have come 
to hand and ask for further reactions. 

I will start with Mr. Staub, because his 
was the first paper, and ask him to reply to 
two questions. 

Mr. WALTER A. StavuB: One question 
was, “Why is not a reserve for inventory 
shrinkage a fully acceptable method of 
dealing with market changes in price of 
goods unsold?” 

My answer is that I believe it is. I see 
no objection to carrying the inventory at 
cost and showing the adjustment to lower 


market prices through a reserve. I have 
had a good bit of sympathy with the 
question, or even objection, that has been 
rasied at times to writing down the in- 
ventory at the end of the period and ob- 
scuring the amount.of the special reduction 
that has been effected in that way to bring 
it to market, because it does have some 
perplexing repercussions in the annual in- 
come statement. 

If, for example, the market situation re- 
covers rather rapidly in the next fiscal 
period, the cost of sales of the period in 
which the inventory is written down to 
market shows relatively high in relation to 
the sales of that period, whereas in the 
following period, with the recovery (and 
assuming that the goods carried over are 
sold at a higher level than the market to 
which they had been written down) you 
get a low cost of sales in comparison with 
the sales of that period, and the gross 
profit as between the two periods is there- 
fore not on a completely comparable basis. 

If one were to have a special reserve set- 
ting forth the amount by which the in- 
ventory was in effect written down to mar- 
ket, and that reserve were separately dealt 
with in the income statement of the two 
years, we might get a more informing 
statement, in that it would be possible to 
show as a separate item the provision in 
one year and the recovery in the next. 

The one difficulty that I see from a 
practical standpoint is that it means 
carrying out the inventory in complete de- 
tail as to both cost and the present market. 
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In many concerns that would mean a good 
bit more work on the inventory than is 
done where the inventory items are at the 
outset followed through as to comparison 
with present market, and decision made 
as to what it shall be for inventory pur- 
poses. 

Mr. Victor F. Stempr: Mr. Staub, is it 
not true that the greatest difficulty arises 
in proving the propriety of the inventory 
reserve for tax purposes? 

Mr. StavuB: Unquestionably, that does 
have its influence. The Treasury has shown 
such an uncompromising disposition in re- 
spect of reserves of any kind that are not 
specifically permitted by the Internal 
Revenue Code that taxpayers have been 
like the burned child—they rather dread 
dealing with the situation through re- 
serves because, for tax purposes, the re- 
serves in all probability will be disallowed 
in the first instance and it will be an uphill 
fight to show that they are nothing but a 
reflection of market where market is lower 
than cost. 

Mr. O. S. NEtson: Mr. Staub, how 
would you treat that reserve on the 
balance sheet—as a valuation reserve or 
as a net-worth reserve? 

Mr. Straus: If it is clearly a reduction to 
market—in other words, the endeavor to 
apply the generally accepted rule of cost 
or market, whichever is lower—I suggest 
applying it as a valuation reserve. I think 
that is preferable to putting it over on the 
liability side of the balance sheet. 

Mr. SAMUEL J. Broap: Mr. Staub, you 
used the term, “cost of sales.” Do you 
draw any distinction between cost of sales 
and cost of goods sold? Isn’t this inventory 
item really, when you speak about it, an 
unexpired cost of goods unsold rather than 
cost of goods sold? 

Mr. Stavus: I used that term because 
that is the practical way in which the situa- 
tion is usually dealt with. Going back to 
the old-fashioned bookkeeping and state- 


ment practice, you remember that before 
we had the costing systems of the present 
day, a general practice was to show sales 
and then, in short, the beginning inven- 
tory, the purchases, labor and overhead, 
and, deducting from the sub-total the end- 
ing inventory, extend the balance as cost 
of sales, which was then deducted from the 
sales itself to get the gross operating profit. 
I think, as a matter of convenience per- 
haps, or simply as a continuance of practice 
to which people have become accustomed, 
the write-down of the inventory to market 
in the present day, unless it is exception- 
ally large and it is desired to show it sepa- 
rately, is usually taken up in the cost of 
sales. 

I think there is perhaps a point that you 
make there, that one is cost of sales, if 
taken very literally, and would apply to 
the goods that have been finally disposed 
of, whereas the inventory write-down re- 
lates to goods that have not yet been dis- 
posed of. 

Mr. NEtson: What should be done with 
the reserve the following year? Should it be 
adjusted or reversed? 

Mr. Stavs: That is one of the elements 
of the situation that I don’t think those 
who have proposed that as an alternative 
to the present practice have yet been pre- 
pared to take a firm position on; at least I 
have not seen it. But as I have visualized 
the possibilities of that procedure, if it 
were eventually to be recognized as a de- 
sirable alternative or even as preferable to 
the present practice, I think the preferable 
way to treat it would be this: 

First, to show the income account on the 
basis of taking the inventory at cost, and 
then from the balance of net income shown 
at that point to deduct the reserve to re- 
duce the inventory to current market, if 
that be lower than cost. 

In the next year if, again, you show the 
profit on the basis of the inventories at 
cost, both at beginning and end of the 
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year, and it then develops that the reserve 
is not required for any difference between 
cost and market at the end of that second 
year, that amount could be shown as an 
extraordinary item to be added to the net 
profit on the cost basis. 

That, of course, would be departing 
from the practice that has become recog- 
nized, that the amount to which articles 
have been written down should be treated 
as cost for the succeeding year, and you do 
not write them up again even though the 
market might have recovered. That is on 
the theory that, if you absorb the write- 
down of inventory in the income state- 
ment of one year, and include a write-up in 
the income statement of the next year, you 
would be taking up some appreciation in 
the second year that had not yet been 
actually realized through disposition of the 
goods. 

That is why it seems to me that the 
effect of the setting up of the reserve in the 
first instance and any diminution (or in- 
crease) thereof should be introduced in the 
income statement after the profits have 
first been shown on the basis of inventory 
at cost. 

Mr. NEtson: Isn’t your idea, then, that 
adjustment would probably be another ex- 
pense or the equivalent? Is it your idea 
that such adjustment would come fairly 
well down in the profit-and-loss statement? 

Mr. Stavs: I would say it would come 
after stating the net profit on the basis of 
the inventory being stated at cost at both 
beginning and end of the year; in other 
words, it would be more in the nature of an 
appropriation of net income to set up the 
reserve, and an addition to net income of 
an extraordinary item resulting from the 
reduction of the reserve in the event that 
it were no longer fully needed. 

The next question is on refundings. I 
think the writer of this must have left a 
word out here or there in the latter part of 
it. He was probably writing it in a hurry. 
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I will read it exactly as it is and then give 
you my interpretation of it. 

“Tf, in substance, the same economic 
debt is in existence after the refunding, as 
in the case of arrangements with creditors, 
what possible logic is there in applying the 
unamortized discount then existing over 
the unexpired life of the refunded debt?” 

I suppose what has been omitted there 
would make it read, “what possible logic 
is there in applying the unamortized dis- 
count over the unexpired life of the re- 
funded debt.” I am not sure just what the 
gentleman meant by his question, but if 
you start with the premise that there is the 
same economic debt in existence after the 
refunding, then whatever your position in 
regard to the treatment of unamortized 
discount before that refunding would pre- 
sumably carry through to the treatment 
thereafter. 

Mr. W. WERNTz: Mr. Staub, 
does that mean in the case of a refunding, 
the American Institute has indicated a 
preference for amortizing the unexpired 
discount over the life of the refunded is- 
sue, whether it is the same economic 
debt thereafter? 

It seems to me that the question asks, 
how can you justify using the old life in- 
stead of the new, since you start with the 
assumption that it is the same debt? 

Mr. Staus: Yes; the Institute has ex- 
pressed such a preference. The question 
doesn’t indicate that there is necessarily a 
different maturity date, because there 
might be the same maturity date but 
simply an adjustment of interest rate. If 
the question is directed primarily to 
whether it shall be the original or the ex- 
tended period, assuming that the refund- 
ing issue has a later maturity date, I think 
some argument can be made for using the 
extended period. 

I must confess my personal preference 
was originally for the extended period, but 
it seemed to me at the time the matter was 


44 The Accounting Review 


under discussion by our Institute com- 
mittee, that whether the old or the ex- 
tended period be used was less important 
than to agree on the broad principle of the 
treatment and to settle on some one period 
of unamortized discount at the time of a re- 
funding (either old or extended) that would 
be generally recognized. I think there is a 
great deal that can be said for using the old 
period because that, after all, is the period 
for which the contractual arrangement had 
been originally made, and in pursuance of 
which the unamortized discount therefore 
needs to be dealt with. 

Consequently, I am in accord with using 
the old period but, as I say, I think that 
some argument could be made for using 
the extended period because there is in a 
sense a revision of the situation at that 
point. As you all know, the various com- 
missions that have dealt with this question 
have in different cases prescribed different 
periods. In some cases, the extended period 
has been recognized as a basis for spread- 
ing the old unamortized discount and any 
discount on the new bonds, as well as the 
premium on the redemption of the old 
bonds; in other cases, the unexpired period 
of the old has been used; and there have 
been still other cases in which some com- 
missions have used shorter periods, than 
even the unexpired period of refunded 
bonds. Such a shorter period is also recog- 
nized in the Institute bulletin as a permis- 
sible procedure. 

Mr. CHARLES J. ROWLAND: I favor writ- 
ing it off at once as soon as the refunding 
takes place. It seems to me that if there is 
logic in continuing the amortization after 
the refunding, there is equally good logic 
in continuing the amortization after the 
debt has been paid up, in advance of the 
maturity date. 

Suppose a corporation has a debt which 
is to mature ten years from today but it 
has plenty of funds and it pays the debt off 
today. It has been said that the unamor- 


tized discount ought to be continued until 
the remainder of the period even though 
there is no debt, yet nobody now recom- 
mends that procedure. 

It seems to me that the principle of the 
Association is correct. At the time of the 
refunding, when unamortized discount has 
no further value, that is the time to take 
the deduction in order not to burden the 
future. 

Mr. StausB: Well, of course, I don’t 
agree with that because I think that it is 
not a conservative treatment of the in- 
come account, which is under present-day 
conditions the more important statement. 

Mr. RowLanp: What do you do then in 
the case that I mentioned, where a debt, 
because the company is in funds, is paid 
off long in advance of the maturity date? 

Mr. StavB:I think there is a satisfactory 
answer to that, and it is this: in refundings, 
we are trying to look through form to sub- 
stance; in other words, the mere fact that 
some other bondholders may now hold the 
bonds when, in fact, the company has not 
paid off the debt, does not change the 
essence of the picture and consequently it 
is perfectly proper to continue to charge off 
the discount over the period for which it 
had been incurred. 

Where, however, a company actually 
anticipates its indebtedness and pays it off 
ten years before maturity, the whole situa- 
tion is absolutely changed. There is no 
more debt and the fact is that for the 
period for which it actually had the money, 
it has paid a discount which exceeds that 
written off over that period by this addi- 
tional amount applying to the ten years of 
which it did not avail itself. 

I think that is the answer to the question 
you raise: in the one case there is not actu- 
ally any discharge of debt, even though in 
form there may be, because one debt is 
paid off and a new one is simultaneously 
incurred. But in the case where there is an 
actual anticipation through final discharge, 
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you have in fact the expiration of the 
period for which the use of the money has 
been had and therefore there should be no 
charge thereafter for the use of money 
which is not actually being had. 

Mr. CHARLES W. SmitH: Mr. Staub, 
how about the case where you retire pre- 
ferred stock in favor of new preferred with 
a premium for redeeming the old? Would 
you apply the same principle? 

Mr. StauB: Do you mean to apply one 
against the other? 

Mr. Smit: Yes, sir. 

Mr. Staus: Yes, my conviction is that 
where you retire a preferred stock at a pre- 
mium and concurrently you issue another 
preferred stock, which is giving you the 
funds with which to do it, and you sell the 
new preferred stock at a premium, one pre- 
mium is to be offset against the other. 
There you are again recognizing the sub- 
stance of the transaction; you are simply 
allowing a new stockholder to come in in 
the place of the one who is retiring, and to 
the extent that the amounts offset each 
other, there is no actual change so far as 
the company is concerned. 

Mr. Situ: Continuing with that, would 
you apply the same principle where bonds 
are issued for preferred stock? 

Mr. Straus: Are you assuming that the 
preferred stock is being sold at a premium? 

Mr. SmitH: No; the unamortized dis- 
count and the call premium on the bonds 
are refunded by issue of the preferred 
stock. Would you apply that discount 
against the preferred stock? 

Mr. Straus: I am not sure that I would 
apply the premium in that case against the 
unamortized discount. I think there would 
be some difficulty, from at least a theoreti- 
cal standpoint, in doing that. I don’t know 
that I have had an actual situation of that 
kind to deal with, and a curbstone opinion 
on it would not be worth much. 

Mr. SmirH: You would be relieving in- 
come of the charge. 


Mr. Straus: Yes, of the charge for un- 
amortized discount. I don’t believe I would 
offset the two. I don’t think that the cir- 
cumstances there are the same as in the 
case that you first proposed. It seems to 
me you have a difference. In the one case 
you have borrowed capital and contrib- 
uted capital and you have a premium in 
each case that is not only analogous but 
actually similar in substance, whereas in 
the other case you are dealing with bor- 
rowed capital (indebtedness) and contrib- 
uted capital, and I think a distinction 
may need to be drawn there. 

Mr. ArtHur S. Marvin: Mr. Staub, if I 
understand Mr. Smith correctly, he is as- 
suming that you have an outstanding issue 
of bonds and unamortized debt discount. 

Now, the market conditions were such 
that you could sell, say, an equal amount 
of preferred stock at a premium with prob- 
ably a low dividend rate, and then you 
retire thor bonds. Well, you create a pre- 
mium on preferred stock by selling it to the 
others, and you retire this indebtedness. I 
think there is a highly technical account- 
ing question there, as to whether or not it 
would not be proper under the circum- 
stances to absorb that stock premium 
against the unexpired debt-discount ex- 
pense. I think it has possibilities. 

Mr. STAvuB: I can see some argument to 
be made for it, in the sense that— 

Mr. SmitH: What I have been driving 
at, of course, was your cause and effect. 
Your cause and effect, when it comes to 
your refunding of bonds, I don’t think will 
hold when you refund bonds by other 
classes of securities; in fact, I don’t think 
you can establish the cause-and-effect prin- 
ciple even in refunding bonds with bonds. 
This is a difficult problem. I suppose I have 
as many troubles with it as anybody in the 
country. But I am very much afraid of 
your cause-and-effect principle in sub- 
stance. Your primary reasoning would 
lead you to very diverse results. 
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Mr. Stavus: Well, why should there be 
any difficulty about cause and effect in the 
case of refunding bonds for bonds? 

Mr. SmitH: Let’s take a situation which 
I have met frequently. A lot of oil generat- 
ing plants have been replaced by one field 
generating plant, a coal-burning plant, 
much larger. The only reason for building 
the new one was because it provided a 
cheaper method of making electricity. 
Your cause and effect would say, your un- 
depreciated cost of the abandoned plants 
becomes a part of the cost of the new plant. 
I can’t see it at all. I think that is what we 
get into when we start to apply cause-and- 
effect reasoning in a refunding transaction. 
I believe that the correct rule is that the 
amounts should be charged off, when re- 
funding occurs, but I think there is a mat- 
ter of practice, in public utilities especially, 
when that rule has got to be relaxed to 
prevent improper financing. I think you 
have got to do it on grounds of practi- 
cability rather than grounds of cause and 
effect, which you have mentioned. 

Mr. Straus: I am afraid I can’t follow 
you on that reasoning. It does not seem to 
me to be realistic. The reason that refund- 
ings occur or have been occurring, in the 
past five years particularly, has been be- 
cause of the opportunity to take advantage 
of a technical position; that is, the right to 
call the bonds before maturity and get the 
benefit of a reduction in rate of inter- 
est, sometimes concurrently extending the 
period so as to be assured of as long a 
period as feasible for the new rate of in- 
terest. 

It seems to me, however, that the exist- 
ing debt certainly continues in a more posi- 
tive way than in the analogy that you 
draw with the change of equipment. 

Mr. Situ: I think the same reasoning 
applies in the case of the company that had 
a coal contract under which it would have 
all the coal it would need for a good many 
years, and then the price of coal went 


down. It paid a pretty heavy premium to 
get rid of that contract, and it went into a 
new contract with somebody else. I think 
the premium paid in that case was an ex- 
pense and it should not be spread over the 
life of the new contract. I think there are 
many cases where applying cause and 
effect gets you into difficulty. 

Mr. Straus: Certainly some careful 
thought has to be given as to where the line 
is to be drawn. Obviously, you can keep on 
reasoning from one analogy to another, 
where, as each time, there will be some dif- 
ference in your analogies and the point 
may be reached where you should not 
carry it any further. It does seem to me on 
the other hand that we are not realistic if 
we refuse to recognize situations where 
there is easily recognizable continuity, as 
there is in the case of debt refunding. Here 
there isn’t an actual discharge but merely 
a continuance of the debt with some 
changes in the provisions for its payment 
and annual servicing. 

Mr. ANDREW NELSON: Mr. Staub, aren’t 
all these cases the same in this respect: 
that it is a cost of getting rid of an unde- 
sirable contract, and shouldn’t we charge 
that cost off immediately? 

Mr. StTaAvs: Well, I don’t know that that 
is a final answer to the problem. Suppose 
you didn’t refund; then what? You would 
still keep charging the unamortized dis- 
count, wouldn’t you? 

Mr. NEtson: Yes, that is true. 

Mr. Stavs: If you get a still more favor- 
able situation than you have had, why 
should you then relieve your income ac- 
count of a charge for the amount that you 
had paid for the use of the money during 
those succeeding years? 

Mr. NELSON: Well, the only advantage 
in doing it the usual way is to attempt to 
equalize income over the years; income 
but, again, speaking of being realistic, is 
that realistic? 

Mr. Straus: Yes, I think it is, because if 
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you don’t do that, you are relieving the 
income account of an expenditure that was 
incurred at the time the bond issue was 
made, and it was an expenditure contem- 
plating the use of that money for a certain 
number of years. If you have not actually 
discharged the debt, you still have that 
cost of money for those years, and it does 
not seem to me that you ought to sweeten 
the income account by charging the dis- 
count off to surplus and give the income 
account for the new period the benefit of 
the lower rate of interest that you may 
now have been able to contract for. 

Mr. NEtson: No, [ still think that the 
question there is one of getting rid of that 
cost, or rather, getting rid of that unfavor- 
able contract. When a man sees that he is 
in an unfavorable position, that he has 
made a bad contract, and he has a chance 
to relieve himself of that cost over the 
future by refunding the issue, then he 
should immediately charge off that cost as 
being a cost of getting rid of an undesirable 
or unfavorable contract. 

Mr. STAvB: Well, is it that, or is it avail- 
ing yourself of the opportunity to make a 
more favorable arrangement now in re- 
spect of servicing a debt that you owe and 
that you have no intention of paying off? 

Mr. NEtson: And therefore the income 
statement for the future should be re- 
lieved of costs, because of the favorable 
contract that has now been made. 

Mr. Stavs: Yes, but I don’t see why it 
should, in respect of a debt that the cor- 
poration is not actually discharging and in 
respect of which it contracted to pay this 
amount which was set up as unamortized 
discount and which, obviously, had rela- 
tion to a certain number of years for the 
use of that money. 

Mr. NEtson: You are then making a 
distinction in theory between the actual 
paying off of a debt and the actual refund- 
ing? 

Mr. Stavs: Yes, I am. 


Mr. NEtson: You look upon refunding 
as not getting rid of the old debt? 

Mr. Stavs: That is right. 

Mr. SAMUEL J. Broap: I have three 
questions here and they all seem to involve 
one word, “sound.” In looking through my 
paper, I find one place where I used 
“sound” and I think these questions are 
probably directed to that particular para- 
graph, which I shall read. 

“Thus, it does not seem that any suffi- 
cient social purpose could be promoted by 
this proposed accounting extension of legal 
requirements. On the other hand, the re- 
verse could quite conceivably be the case. 
Situations have arisen where a require- 
ment that the premium on shares retired, 
or the excess of cost over capital and the 
pro rata of capital surplus, be charged to 
earned surplus would be of sufficient im- 
portance to prevent the consummation of 
a transaction which in all other respects 
would be beneficial to stockholders. I can 
conceive of as many cases where the rule 
would prevent a sound transaction as 
where it would prevent an unsound one.” 

That is the context in which I used the 
word “sound.” The questions are these: 
“How could the mete existence of a rule 
prevent a sound transaction from being 
entered into?” 

That is the first question. I think if we 
make a rule that premiums on preferred 
stock retired, or the difference between par 
or stated capital plus the pro rata propor- 
tion of capital surplus in respect of com- 
mon stock retired, are to be charged to 
earned surplus, it can quite conceivably 
prevent a sound transaction—a transac- 
tion which might be sound in the sense of 
being “‘beneficial to stockholders,” a term 
I used elsewhere in this paragraph. It 
might be quite beneficial to stockholders 
to get preferred stock out of the way, but 
a requirement that we charge any excess 
to earned surplus might prevent the trans- 
action from being put through. ‘The com- 
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pany might find itself left in a position 
where it had no earned surplus. 

The proposed rule is to the effect that 
any excess should be charged to earned 
surplus to the extent to which there is an 
earned surplus and any balance to capital 
surplus. The worst that could happen 
would be that there would be no earned 
surplus. I think management would very 
often consider that as sufficient cause not 
to put the transaction through; a transac- 
tion which, as I said, might be quite bene- 
ficial to stockholders. The transaction 
might, for example, result in getting rid of 
a 6% preferred stock or a 7% preferred 
stock, with a substantial benefit to com- 
mon stockholders. I think, therefore, the 
existence of such a rule could prevent a 
sound transaction. 

The second question is: “Should rules be 
formulated to prevent unsound transac- 
tions from taking place, or to direct us in 
making choices in the treatment of trans- 
actions?” I think that rules should un- 
doubtedly be made to direct us in making 
choices in the treatment of transactions, 
but the rules themselves should be sound. 
I maintain that if a rule has an unsound 
social effect, it is an unsound rule. Perhaps 
that exaggerates my position somewhat 
but there has to be some sound social pur- 
pose in a rule before we are justified in 
adopting it. 

I admit that the purpose of a rule is to 
direct us how to handle a transaction, but 
the whole tenor of my discussion was that 
there should be some sound social purpose 
behind any rule which represents an ex- 
tension of a legal doctrine. 

“Please explain the connotation of the 
word ‘sound’ by contrasting it with ‘un- 
sound’.” That sounds very simple. Well, I 
have already given you the example of 
getting rid of a preferred-stock issue, a 7%- 
preferred-stock issue. I can see where that 
could be a sound transaction and beneficial 
to stockholders. Perhaps if we went to the 


other extreme and left that 7% preferred 
stock outstanding and purchased common 
stock instead, the transaction might be un- 
sound; and in those circumstances I can 
see the proponents of the opposing view 
saying that you would prevent an unsound 
transaction if you made a rule that upon 
retirement any excess should be charged 
to earned surplus. 

Mr. Rowtanp: I think the word “‘desir- 
able” might be better than “sound.” 

Mr. Broap: Well, a speaker criticized a 
lot of us yesterday for using words without 
defining them. I think it is often hard to 
define what you mean by a word every 
time you use it. A word cannot very well 
be taken out of its context. Another term 
used in the context was “beneficial to 
stockholders’’; it was in that sense that I 
used the word “sound.” 

Mr. Rowtanp: I wish there could be a 
little discussion as to whether or not we 
accountants could abandon the distinction 
between earned surplus and any other kind 
of surplus. I am afraid the average stock- 
holder looks on the words “‘earned surplus” 
as representing the amount which can be 
distributed as dividends. 

Under the laws of the State of New 
York, whether you have a million dollars 
earned surplus or a thousand dollars 
earned surplus, according to sound ac- 
counting rules, that does not in any way 
affect the amount of dividends you can 
declare. That depends on whether the as- 
sets have a fair value which exceeds the 
par value or the stated value of the capital 
stock. 

Now, of what significance is it to know 
what the earned surplus complies with our 
bookkeeping rules when it doesn’t mean 
anything so far as what the directors can 
do or what the stockholders can expect; in 
fact, where the stockholders and the direc- 
tors may be given an absolutely erroneous 
impression as to what they can expect and 
what they can do? 
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For a long time, I have been thinking 
about this subject and I have come to the 
conclusion that a distinction between 
earned surplus and other surplus is not 
only of no significance but actually harm- 
ful. I wish the representatives of the gov- 
ernment bureaus who are here, who have 
been so insistent on this distinction, would 
explain to me why it is so desirable and 
why emphasis is made on it and why they 
overlook the fact that in the large average 
corporation, a half-dozen equally qualified 
accountants, working independently, will 
arrive by an analysis of the accounts at 
totally different amounts of earned sur- 
plus. 

CHAIRMAN LITTLETON: I wonder if Mr. 
Werntz would like to answer that briefly? 

Mr. WERnz7z: I will try. It seems to me 
that the problem presents several different 
aspects: first, I take it, you have no inten- 
tion of obliterating the current distinction 
between earnings and capital; in attempt- 
ing to disregard a distinction between 
earned and capital surplus, you would not 
attempt to give up the distinction between 
capital and income? 

Mr. Row.anp: That is right. 

Mr. WERNTz: So there is, I think, ad- 
mitted on all sides, a significance to current 
charges, whether they be of a profit nature 
or a capital nature, if I may use a term that 
doesn’t say very much? 

I must admit that there is a good deal in 
the point that at a given moment in the 
corporation’s life, whether a particular 
analysis of the net worth section shows 
earned or capital surplus for some purposes 
has little significance. For example, as I 
tried to say yesterday, if you are consider- 
ing the preferences of various classes of 
stockholders on the theory of liquidation, 
the source of the accounting that you have 
may be immaterial. The contract rights 
plus common law or statutes would govern 
it completely. 

However, that leads into one of your 


other points, that earned surplus is not a 
measure of dividend-paying ability. Your 
comment that five or six accountants, tak- 
ing the same set of facts, might get differ- 
ent results, may be a commentary on the 
inadequate state of the art rather than a 
criticism of the objective of those ac- 
countants, and I might hazard the guess 
that if you would take half a dozen lawyers 
and ask them what the amount available 
for dividends is, you would get just as in- 
conclusive a result. 

However, as I see it, the virtue in the 
distinction between capital and earned sur- 
plus is not so much a question of how much 
dividends the company can pay, but 
rather how much dividends the company 
can pay without impairing the original 
funds entrusted to it. It does seem to me to 
make a difference whether a dividend is 
paid out of earnings that have been accu- 
mulated in one period, and held over until 
a subsequent period, as compared to a divi- 
dend which at best constitutes a return of 
capital. 

Of course, as the earned surplus gets 
older and older (I have in mind, for ex- 
ample, the case of a company in the last 
world war that accumulated a lot of earned 
surplus and tien had many bad years in 
between), obviously, at the present time, 
the existence of an earned surplus is cer- 
tainly not fully revealing and, indeed, may 
be misleading. However, that, again, seems 
to me to be a commentary on the way in 
which we present the net-worth statement 

I will go this far with you, that a better 
distinction would be between the undis- 
tributed earnings of some reasonable 
period, say, five years or ten years, and the 
rest of the net-worth section, just for the 
reason that I have mentioned, but I do not 
think we can take the annual period and 
say that in this year, there is a vital and 
important difference between charges that 
should be made against current income 
and charges that may be made against 
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capital surplus, or charges which are of an 
income nature and charges which are of a 
capital nature, and then say that we 
should disregard all the past. 

There has to be some continuity; at 
least, I myself would like to know those 
facts But as I said before, I think it would 
be better to present them in the form of a 
running analysis by convenient periods, 
say, five years. I am sure that is not the 
full answer, but it may help I would like 
to hear from some of the others here in 
regard to this. 

A MEMBER: Don’t some accountants and 
probably some companies put into their 
capital surplus increments from reapprais- 
als of assets, and then declare dividends 
from capital surplus? It would, of course, 
be a violation of corporate law. 

Mr. WERNT7z: Yes, I had in mind, when 
I was speaking of capital, paid-in surplus 
rather than— 

A MEMBER: Yes, but I know some advo- 
cate putting it in. I don’t. I think it should 
go in a separate surplus, but a great many 
people do advocate putting it into capital 
surplus. 

Mr. WERNTz: It has been done, too. 

Mr. Row anp: I cannot get my lay 
friends to understand what we mean by 
“earned surplus” and “capital surplus,” 
and by “surplus” itself. There are com- 
panies with large surpluses that can go 
broke in a single day, and there are com- 
panies without any surplus, that are pros- 
pering. So we have a term, “surplus,” 
which is meaningless to the layman, and, 
after all, those are the people who are mak- 
ing up our statements. Then, furthermore, 
we are making up balance sheets and sur- 
plus statements for boards of directors, 
and the average board of directors seeing 
the phrase “earned surplus, one million 
dollars,” on the balance sheet, would un- 
hesitatingly say that that is available for 
dividends, assuming that they had that 
much cash or more. And yet there may be 


on the debit side an item of goodwill which 
is valueless, so that under the New York 
State law and perhaps other state laws, the 
directors would be held liable if they de- 
clared any dividend at all. 

We ourselves do not know, and are 
not in agreement as to what we mean by 
earned surplus, and here we are telling 
others that they should act on something 
on which we ourselves are not certain. I 
would abandon it altogether. I would call 
it surplus, or, better still, I would call it 
balance, and let the reader understand 
whatever he means by the word “balance,” 
and if we are asked, we will say, “It simply 
means balance.” 

CHAIRMAN LITTLETON: I wonder if it is 
any easier to understand the word “bal- 
ance” than the word “surplus”? 

Mr. Row ann: Well, certainly the term 
“surplus” has a connotation indicating 
that it is something available for some pur- 
pose. “Balance” is just something to make 
the two sides even. 

CHAIRMAN LITTLETON: That helps to 
create a distinction in our minds. Does 
anyone else have anything of an alterna- 
tive nature to suggest for a title in this 
division of the statements, if we abandon 
“surplus” and varieties of surplus? 

Mr. ANDREW NELtson: I do not have 
any suggestion that I think might clarify 
the situation; nevertheless, I think that in 
the light of what has been said, something 
should be said from the floor. 

I am not at all in agreement with the 
statement that has been made, that lay 
people have difficulty in understanding 
what is meant by surplus. Lay people who 
have any contact with statements in my 
opinion very well understand the import 
of surplus, and they recognize by the char- 
acterizations in the statement that there 
is a distinction, a decided difference, when 
we advocate that one thing is earned sur- 
plus and other types represent something 
other than earned surplus. 
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Iam not at all persuaded, although I am 
interested in the statement, that among 
accountants there is a great difference of 
opinion. I think we all have recognized 
from the very beginning, or at least we 
should have, that whenever we have con- 
tact with anything that has to do with ac- 
counting and auditing, judgment and 
opinion must have a decided weight in all 
that is done, and the statement that five 
or six accountants might arrive at differ- 
ent results means absolutely nothing to a 
man who has been trained in accounting. 

I advocate the continuation of the dif- 
ferentiation and the clear earmarking of 
surplus as now advocated by the govern- 
ing bodies in our profession, and I believe 
that those who do not understand are 
people who, as far as lay people are con- 
cerned, are not expected to understand. 
They are those who should be counseled by 
those who do understand, and in our pro- 
fession, I am quite sure there is no misun- 
derstanding although there may be dif- 
ferences of opinion. It seems to me that 
this is important in the light of what I 
have just heard. 

CHAIRMAN LITTLETON: Does anyone else 
want five minutes on surplus? We have 
five surplus. minutes. 

Mr. Straus: I could make a statement 
that would take about thirty seconds. The 
Committee on Terminology of the Ameri- 
can Institute of Accountants has raised the 
question as to the understanding of the 
word “surplus” and whether or not some 
better phraseology or terminology might 
be found, and as a matter of fact, there is 
a subcommittee which has been appointed 
by the Committee on Accounting Proce- 
dure of the Institute to study that ques- 
tion and see whether some better termi- 
nology could be found that would meet 
some of the objections that have at times 
been voiced as to the use of both the term 
“surplus” as such and particularly the dif- 
ferentiation between different types of sur- 
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plus and possible misunderstanding of the 
term “surplus.” 

I might suggest that if any of those pres- 
ent and others who are not present wish 
to make any suggestions on this subject, 
I am sure the Institute committee would 
be glad to have the benefit of them. If you 
will just write to the secretary of the Insti- 
tute, he will get it to the proper committee. 

CHAIRMAN LITTLETON: The attorney for 
the defense ought to have a rejoinder now. 

Mr. WERnTz: I have just one little 
thought I would like to inject. I do not 
think, in the long run, that we get very 
far towards a desirable goal by avoiding 
problems. It seems to me that a failure to 
differentiate between capital and revenue 
in a year, or as a historical accumulation of 
figures, the failure to distinguish by using 
some term such as was suggested, “bal- 
ance,” is a method of avoiding the issue 
rather than meeting it, and I must confess 
that I still retain some shred of feeling that 
there is a distinction between capital and 
revenue and that the distinction is impor- 
tant not only in the current figure but as 
an accumulated figure. 

Whether we call it earned surplus or un- 
distributed profits or XYZ or something 
else is a matter of language, and whatever 
term we feel can best carry to the reader 
the implications that we have in mind is 
the term that we should use. But I also 
think that merely changing the term from 
earned surplus to, let us say, undistributed 
profits, will probably not assist us very 
much in solving these questions of what 
may go into whatever we call this, and 
what may be charged against it. 

Mx. Broan: May I say a word? I would 
like to correct what I think was something 
of a misapprehension on this idea of the 
distinction between earned surplus and 
capital surplus, which started when the 
government in Washington got interested 
in the thing. I remember struggling in 
1927 with the difference between what I 
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felt was capital and what I felt were undis- 
tributed earnings, and I think at that time, 
I went farther perhaps in distinguishing 
different classes of surplus than I would 
want to go today. Perhaps I was theoreti- 
cally pure at that time, and I may have 
wandered a little bit since. 

I do feel that there is something of value 
in a balance sheet, more than just the sur- 
plus account, more than just a balance. I 
think what is back of that balance is of 
some historical interest. Does this balance 
come about by the fact that the company 
had a prosperous history or an unprosper- 
ous history? This money that we might 
show as a “balance,” is that contributed 
capital or something else? I think those 
are matters of considerable historical im- 
portance and that it would be a mistake 
to drop them out of sight. 

Mr. ROWLAND: May I interrupt, Mr. 
Broad? Have you recently seen any bal- 
ance sheets of New York banks or any 
other banks that show undistributed prof- 
its? Do you think that is a meaningful 
figure? It is absolutely meaningless. It is 
merely a bookkeeping figure, indicating a 
balance in a ledger account. There have 
been some transfers back and forth, so 
many charges of losses in the depression, 
charges against capital, against capital 
stock, reorganizations and so on. It is an 
absolutely meaningless figure. And another 
thing, I did not want to give the impres- 
sion that it was the government that made 
the division between capital and surplus. 
I know it was the accountants who made 
that division. But I fear that it is the gov- 
ernment, through the SEC and the other 
bureaus who are insisting on that division, 
that separation, that are perhaps more im- 
portant to take into account than account- 
ing organizations like ours. Even if we 
agree as to what is earned surplus and 
capital surplus—and we don’t—I still 
think the distinction is unimportant. It is 
of no significance to directors, it is of no 


significance to stockholders. It is only of 
significance to statisticians who make up 
reports in 1941 of figures of corporations 
for 1938. It is of no value. That is what I 
am arguing. 

If we accountants are going to be practi- 
cal men, helping business, we have got to 
be practical as businessmen are, and if the 
figures we give them are of no value and 
are filed in the lower drawer of the desk, 
then it is valueless for us to go ahead and 
make all this fuss. About half of this prin- 
ciple dealing with a distinction between 
capital surplus and earned surplus is mean- 
ingless. We ourselves have created a prob- 
lem in which nobody other than account- 
ants are interested, and furthermore, not 
only are they not interested in it but it is 
valueless if they depend on those distinc- 
tions which we make. If we tell the direc- 
tors of a company that its earned surplus 
is a hundred thousand dollars, that is an 
indication to them that they can pay divi- 
dends of a hundred thousand dollars. 

I see somebody shaking his head over 
here, but nine directors out of ten will say 
that that is the amount they can pay out 
in dividends, assuming they have the cash. 
Yet if they did take that and do that in 
New York State, they might have to re- 
fund that money to the company because 
they violated the State law. 

I know one chap who always claimed 
that he failed to pass his CPA examination 
because the night before he had a half- 
dozen blue points. I don’t know that Paton 
had blue points last night, but indigestion 
is a very easy thing to pick up. 

I respectfully decline to rise to the bait 
of answering these questions; in fact, that 
is the only compensation that I can find in 
being Chairman of this meeting, and I am 
disposed to accept whatever modest com- 
pensation I can get hold of. I will open 
these questions and if you don’t mind, I 
think it would be more appropriate if dis- 
cussion and answers come from the floor 
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rather than from these men on the plat- 
form who have prepared papers along spe- 
cific lines. I have no doubt that you will 
have plenty of ideas in response to some of 
these questions. 

CHAIRMAN LITTLETON: Here is a ques- 
tion: “Give an example of gifts which are 
non-income items and therefore which are 
not direct credits to surplus.” Has anyone 
an answer to that? Can any of you think 
of a gift which would not be appropriately 
treated as an income item? I think that is 
the essence of this phrasing. 

Mr. Stemp: I challenge whether any 
gift is a proper income item. 

CHAIRMAN LitTTLETON: I think that is 
one of the extremes. Now, if somebody 
will arise and say that all gifts are income, 
we will have the dilemma before us. 

Mr. L. J. Bucnan: I should like to take 
the other side of that argument. 

CHAIRMAN LITTLETON: Does anyone 
now want to steer the middle course andsay 
whether he leans in one direction or the 
other, or whether he is going to steer by 
the stars straight down the middle? 

Mr. Stemp: I assume this question is 
accounting-wise, not tax-wise? 

CHAIRMAN LITTLETON: There is no in- 
dication. Let’s assume that, yes, and forget 
about the taxes. 

Mr. Marvin: How about the case where 
a stockholder turns his shares of common 
stock over to the corporation? 

CHAIRMAN LITTLETON: Where a stock- 
holder donates his own shares back to the 
corporation? 

Mr. Marvin: Yes, as a gift. 

CHAIRMAN LITTLETON: That would not 
be a credit to income; is that your point? 

Mr. Marvin: Well, you just asked for a 
gift that might or might not. Now, I would 
say there is a problem here. I don’t know 
how these fellows would treat it, depend- 
ing on this argument this morning. 

CHAIRMAN LITTLETON: Does anyone fa- 
vor treating it as income? 
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Mr. Bucuan: I want to put it on the 
basis of definition. That could not conceiv- 
ably be a gift. The stockholder who con- 
tributes his stock back to the corporation 
has not made a gift to anyone, although it 
is commonly called a gift. 

It seems to me that by any definition 
whatever a gift has to deal with property 
that passes from one person to another 
without compensation, other than emo- 
tional compensation. 

I have tried to analyze the various kinds 
of things called gifts. They fall into two 
classes: Those which are not gifts at all, 
and those which never happen. I have been 
looking for a good while to find just one 
instance of anyone walking up to a cor- 
poration and saying, “I want to make a 
donation.” (I am talking about profit cor- 
porations, not educational corporations.) I 
have been trying to find one case where a 
person went to a corporation and said, “I 
want to make a donation to this corpora- 
tion because I love it so.” I am putting the 
very extreme point there, because I am 
trying to get an argument from Mr. 
Stempf on this. You will find in every case, 
I think, a contractual relationship, or you 
will find costs incurred. 

One of the more common ones, the one 
I think Mr. Dohr had in mind, is the in- 
stance of a plant which is given to a corpor- 
ation for locating in a given community. 
Is that a gift? I happen to have seen sev- 
eral instances of that kind. If there is any 
gift element in it at all, it is so trivial as 
to be unimportant. From the standpoint 
of the city, there is no gift. They expect 
a return. From the standpoint of the re- 
cipient of the gift it is necessary to give 
them that bait because of the increased 
costs of locating in that community. Then 
there is the training of workers in that 
community. Communities do not like to 
have trained workers imported from else- 
where because it is their people they want 
trained and paid wages. 
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It seems to me that there is a very 
definite cost in the acquisition of that piece 
of property. For that reason, I cannot 
look upon that as being a gift at all. It is 
something which they have paid for. 

Any way you want to go about it, 
whether you want to take some of the 
early operational costs, excess costs, and 
set them up as the carrying amount of 
the property—however that could be 
worked out—I do not think that is a gift. 
Therefore, the one which is usually given 
as the best example, I am bound to throw 
out. 

As to all relationships between stock- 
holders and corporations, I think it is im- 
possible for a man to give stock to a cor- 
poration and class that as a gift when he 
has at the end exactly what he had be- 
fore, so far as economical resources are 
concerned. 

Then some say that if the main stock- 
holder makes a contribution to save the 
corporation, at least so far as the minority 
stockholder’s share of that contribution is 
concerned, there has been a contribution 
to the corporation. Well, I don’t believe 
he made a contribution to the corporation. 
The contribution, if any, was a contribu- 
tion to the minority stockholder who was 
not asked to put up his share of that por- 
tion of that additional capital provided at 
that time. 

Mr. StemprF: I find myself in complete 
harmony with Mr. Buchan. I did not 
think he was going to give this thing a 
metaphysical twist. I thought of gifts and 
donations in the sense in which they ordi- 
narily appear in documents and on finan- 
cial statements. 

However, I think that every gift or do- 
nation, as we see them in corporate affairs, 
has a guid pro quo, some benefit that is 
going to run to the donor, as well as a 
probable benefit to the recipient of the 
gift. 

CHAIRMAN LITTLETON: That is the most 


unusual case of making extremes meet that 
I ever saw! 

Mr. Stempr: We have gotten away 
from the main question. 

CHAIRMAN LITTLETON Well, then let 
us go ahead and discuss the main question, 

Mr. StEempPF: I would like to ask Mr. 
Buchan to give me an example of a gift 
which is earned surplus. 

Mr. BucHAn: Well, that is exactly the 
point I wanted to make. The only one 
which is a gift, to begin with is the one 
which never happened, and yet, we men 
frequently say, as all say it, “nonincome 
items such as gifts.” 

If we are talking about something that 
doesn’t happen, why do we even say those 
things? What we have done, I think, is 
this: We recognize the difference between 
a gift, as between individuals, between 
father and son; we recognize there must 
be no increase of capital there and it is 
just a mere change of ownership, and 
therefore we say that is not income. But 
I contend that if actually someone made 
a gift to a corporation, that gift is income, 
of significance to the stockholders, and 
that is not metaphysical, either. 

Mr. StemprF: I think it is, Buchan, be- 
cause if you as an important citizen of the 
State of Louisiana, believe that a given 
corporation is a distinct asset and honor 
to the State of Louisiana and decide to 
give it a gift of a million dollars for which 
you expected no consideration whatso- 
ever, do you think that they might prop- 
erly include that as earned surplus? 

Mr. BucHan: No, I think that is in- 
come, and as such, you enter it in surplus. 

CHAIRMAN LITTLETON: Mr. Staub, do 
you have any reactions to this question? 

Mr. StauB: I remember a case in our 
office that continued for a number of years. 
That concern is not in business now, but 
it was a business that was started by sev- 
eral men as a closed corporation, who were, 
however, being backed by a man of sub- 
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stantial means. In the number of years 
that they were in business, they showed 
losses and this gentleman contributed to 
the surplus of the company in order to off- 
set those losses. 

I cannot conceive of that item ever go- 
ing into the income account of that cor- 
poration, and yet, if I understood Mr. 
Buchan aright, I think that as income— 

Mr. Bucuan: I’m sorry but I did not 
understand the first part of your state- 
ment. You say the donor was a stock- 
holder? 

Mr. STAUB: He may have been a stock- 
holder, yes. 

Mr. BucHan: Well, I think that has an 
important bearing on it. If he was an out- 
sider, my position would be that it was 
income. If he was a stockholder, it is not 
income at all. 

Mr. StauB: He may have been a stock- 
holder, although not the sole stockholder. 
But I think, if I were taking merely your 
words at their face meaning, a contribu- 
tion of that kind you would consider as 
income, and I could not concede that. 

Mr. BucHANn: Of course, that overlooks 
the fact that a stockholder cannot make 
a contribution to a corporation because he 
owns that corporation. A man cannot 
make a contribution to himself. 

Mr. STAUB: Well, of course, if you are 
going to distinguish between what would 
ordinarily be understood as a gift to a 
corporation and give it another sense, of 
course that disposes of that and we are 
not talking on equal terms. 

Mr. BucHan: Well, what I am trying 
to do here is only to break that word 
“sift” down into three or four different 
kinds of things which we are calling gifts. 
Simply by saying they all are gifts, we 
draw certain conclusions from them which 
in my opinion are not valid. 

Mr. Stavus: Well, suppose you call them 
contributions, wouldn’t it be the same 
thing? 
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Mr. Bucuan: It would be the same 
thing. A contribution or a gift is the same 
thing. 

Mr. S. P. GARNER: I would like to get 
one point clear. I think Dean Buchan men- 
tioned the fact that the so-called gift from 
father to son would not be income to the 
recipient. But if we should possibly think 
of a case where someone did make a gift 
to a corporation, with no ulterior motive, 
such as you mentioned, would there be 
any exchange or any increased capital or 
anything there that would cause that to 
be any different situation than the father- 
son situation, Mr. Buchan? 

Mr. Bucuan: No, there wouldn’t be at 
all. 

Mr. GARNER: You refer to an exchange 
of capital as not giving rise to any income. 

Mr. Bucuan: Well, I was talking there, 
of course, in the economic sense that there 
is no increase in total capital to the com- 
munity by the gift of father to son, nor is 
there an increase in total capital in the 
community by the gift of a stockholder 
to a corporation. But when we are making 
reports of corporations, we are not making 
social-economic reports; we are making 
reports of individual segments of our eco- 
nomic society, and those individual seg- 
ments can contemplate increases of that 
kind as income, when you add them to- 
gether, and there was no actual increase in 
capital. 

Mr. Garner: In drawing up the finan- 
cial report, what would you include as in- 
come? I know of one that has been con- 
sidered income often. 

Mr. Bucuan: Well, a father leaves a 
trust fund for his son of $500 a month, 
and nobody seems to have much trouble 
in understanding that that is income. 

Mr. GARNER: That’s right. 

Mr. Bucuan: And yet, as a matter of 
fact, there has been no increase in the total 
capital there at all, but just a transfer 
from one person to another. 
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Mr. GARNER: I just want to make my- 
self clear as to the relative difference in 
the corporation. 


CHAIRMAN LITTLETON: I still have ques- 
tions that might intrigue you. Here is one 
to follow along after our discussion just 
now; it is not too far away, and yet it 
may strike you as quite theoretical. 

Question: “Is income an increase in 
assets before it is an increase to pro- 
prietorship?”’ 

I suppose, to round that out, we ought 
to put the other alternative before us: Is 
it the reverse? Is an increase in proprietor- 
ship income 

Mr. Stempr: I take it, Mr. Chairman, 
that we are a double-entry association and 
therefore, the obvious answer is that it 
could come both ways. 

Mr. WERN7z: I take it that that means 
net assets? 

CHAIRMAN LITTLETON: Oh, yes, un- 
doubtedly, not a loan or the like. 

Question: ‘‘Since income tax takes legal 
precedence over interest, why should in- 
terest be deduced before income tax on 
the income statement?” 

I imagine that question goes back to the 
visual diagram that Mr. Greer put on the 
blackboard for us yesterday, where he 
showed the tax deducted at a certain point 
in the sequence of items, below interest. 

Mr. Row.anp: You might expand that 
and say, as income tax takes precedence 
over cost of merchandise, why should it 
not come ahead of cost of merchandise? 
You have to deduct interest before you 
compute your income subject to tax. That 
is the answer. It is a false premise. It is 
true enough in case of insolvency. You 
have got to pay your taxes before you pay 
your interest, but in a going concern, you 
would be paying your interest before you 
would be paying your taxes; otherwise, 
you would not be getting your deduction 
for interest. 


Mr. Stavs: Yes, the premise is false. 

CHAIRMAN LITTLETON: Well, if the 
premise is false, there isn’t much else to 
discuss in the question. 

Mr. O. S. NEtson: There is a question 
I should like to raise there, as to why con- 
sider interest a distribution of profit and 
not a cost? 

Mr. Bucuan: I might say that I think 
probably the reason why it was considered 
a cost is that in the speaker’s mind, the 
contractual interest on the obligation is 
not the interest which is the cost of pro- 
duction. There is a marked difference be- 
tween interest as cost of production and 
contractual interest on obligations. I know 
a good many people who feel that interest 
is a distribution and you can deduct it in 
that way, while at the same time maintain- 
ing that interest is probably a cost of pro- 
duction, but the interest which you have 
to deduct from the cost of production is 
not just the interest paid on the bonds, 
but the interest on all capital. I think 
that is probably the position you will find 
he takes. 

Mr. NEtson: But by cost, you don’t 
mean to limit that to production? 

Mr. Bucuan: I mean cost of operation. 


CHAIRMAN LITTLETON: We can find 
more questions here, if you wish. Some of 
them will bring us back, as I implied ear- 
lier, to topics that were under discussion 
at the beginning of the session. There was 
a certain amount of duplication of subject- 
matter from slightly different points of 
view among some of the questions, and if 
I have seemed to pass over some of them, 
you will understand that I have tried to 
achieve a certain variety of discussion 
rather than let the consideration of one 
topic exhaust itself to the neglect of others. 

Mr. Bucuan: I would like to ask Mr. 
Werntz if he would elaborate on that idea 
he had, of the significance of earned sur- 
plus for the five- or ten-year period. I am 
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not challenging you, Mr. Werntz; I am 
merely asking the question. 

Mr. WERNTz: What I had in mind was 
this: That as I look at the corporation and 
wish to determine what kind of an animal 
it is, one.of the first things I do is take a 
series of profit-and-loss statements and go 
back one year, two years, three years, 
some period of time. Well, it is not gener- 
ally feasible to utilize too many detailed 
profit-and-loss statements but you can 
utilize summations of the results of those 
statements, so that if you had, over a 
period of, say, ten years, such a statement 
as this, that total net income was such- 
and-such an amount in the ten-year pe- 
riod, that total dividends paid therefrom 
were such-and-such an amount, that would 
give you a starting point on the past his- 
tory of the corporation. 

As I conceive it, that is what the earned 
surplus account has been intended to do, 
starting with the organization of the com- 
pany. It does have the difficulty that I 
pointed out, that it does not tell you when 
the surplus was accumulated and in many 
cases, that “when” is very significant. It 
may go back twenty or thirty years. This 
running presentation seems to me to solve 
most of those difficulties. 

Mr. BucHan: You wanted this state- 
ment actually to go clear back but to be 
blocked in five-year periods? 

Mr. WERNTz: Yes, something of that 
sort, or maybe as a matter of practice, 
you would start with the organization of 
the company and lump everything but the 
last five or ten years, and then have that 
summarized in the current year. 

Mr. Bucuan: And list that capital 
figure, as to undistributed earnings, over 
the entire life of the corporation? 

Mr. Werntz: Yes. I might cite one 
case in which I think it was very helpful. 
We see many management investment 
trusts. There you are trusting to manage- 
ment to make proper selections and go in 
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and out of the market, if necessary. One 
important factor has been the performance 
in terms of periods, not just one year, be- 
cause one year is too short a time. I grant 
you that this does not furnish a conclusive 
answer, because you would have to relate 
it to general economic conditions; you 
would have to find out whether the man- 
agement had changed or whether there had 
been any pronounced changes in policy, 
and so on. But it is one of the ingredients 
that it seems to me is necessary in order 
to be able to form an intelligent judgment 
as to the kind of company you are thinking 
of getting into. 

Mr. BucHan: Well, now, are you sug- 
gesting in that case that a distinction be- 
tween the kinds of surplus on the balance 
sheet itself should not be drawn, or— 

Mr. WERN7z: No, no, I would simply— 

Mr. Bucuan: Then this would not tie 
in the balance figure on that? You take 
the earnings less the distribution; that 
would not tie in with the earned surplus 
figure at all? 

Mr. WERNTz: Yes, it would. What I 
would do, or what I would suggest is a 
single figure on the balance sheet, which 
would perhaps go to your point, and then 
an analysis in a separate statement which 
brought out these distinctions between 
earned and capital surplus, but did it in 
what I believe is a more informative, un- 
derstandable way. Naturally, we would 
have the problem of surplus adjustments, 
and even the average or total surplus ad- 
justment seems to me to be important. 

We all know that the current income 
statement is tentative. Well, one bit of 
evidence as to how tentative can very 
well be the magnitude of the adjustments 
over some past period. You may have a 
company that seems to have hit the final 
figure pretty well, which may be some 
indication that maybe it is hitting it 
pretty well this year. On the other hand, 
if the environmental circumstances are 
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such that it has had a very wide diver- 
gence in past years, as indicated by sub- 
sequent adjustments, you may approach 
the current income statements with a de- 
gree of caution. That is the sort of thing 
I had in mind. 

Mr. Stempr: It is rather difficult, it 
seems to me, Mr. Werntz, to present 
these adjustments unless you revert to 
a restatement of annual profit-and-loss 
statements, which I oppose very strongly. 
As you will well recall, in past years, in 
the preparation of prospectuses, listing ap- 
plications, we did endeavor to adjust prior 
years’ operations by subsequent adjust- 
ments, and I have always felt that there 
was a flaw in that treatment because we 
never know what other factors would have 
been affected had there been knowledge 
of the one for which you are making cor- 
rection. 

A typical example of that is infringe- 
ment of patents, where you incur a large 
damage payment. Had management had 
any doubt in the earlier years of operations 
as to the legitimacy of their patent rights, 
their whole policy of operation might have 
been quite different. It would have affected 
questions of price, it would have affected 
innumerable other factors of cost. I should 
hate to see any sponsorship of a reinstitu- 
tion or restatement of prior years’ opera- 
tions. If it can be done in blocks of five 
years, as you say, that may be feasible, 
but I think you will find it difficult to ex- 
press adjustments of prior years’ earnings 
properly and with any significance if you 
show earnings blocked for five-year 
periods. 

Mr. WERNTz: No, I had no intention 
of implying a retroactive adjustment of 
past P-&-L statements. What I had in 
mind was just to leave these adjustments 
in the year in which you finally made 
them. But say that over a ten-year period, 
for instance, your net income from the 
profit-and-loss statement was a million 


dollars, aggregate, and that during that 
period, you ran through surplus charges 
amounting to $150,000. 

Mr. Stempr: By explanatory note, if 
not otherwise? 

Mr. WERNTz: Yes. Now, there you have 
about a 15% adjustment. I grant you 
that it doesn’t mean anything if you try to 
pin me down and say, “Well, now, if it 
were 14%, I would do this, and if it were 
16%, I would do that.” But it is signifi- 
cant that there have been later large ad- 
justments. Of course, the type of event 
giving rise to those charges, is equally im- 
portant, and that would be obtained by 
appropriate description. But I did not 
mean at all to say that you would have to 
go back and recast the net-income figure. 

I agree with you that if it was honestly 
determined at the time, it is more signifi- 
cant than some figure that you arrive at 
by hindsight because, after all, the most 
important statement is the current state- 
ment, and on that one, you can’t hind- 
charge. 


CHAIRMAN LITTLETON: We probably 
have time for one more question, if it 
doesn’t start us off on a debate of what is 
an accounting principle. We shall never 
be through with that. 

Mr. THEODORE Lanc: I would like to 
make one comment, if I may, in connec- 
tion with paragraph 4 on page 6 of the 
“Statement of Accounting Principles.” I 
will read it first: 

“Income should not be distorted or arti- 
ficially stabilized by creating arbitrary re- 
serves either by appropriating income or 
surplus or by overstating expenses in cer- 
tain periods and subsequently charging to 
such reserves expenses and losses pertain- 
ing to succeeding periods.” 

That statement is either meaningless or 
else it carries with it implications that I 
am sure the majority of us would not agree 
to. Unless I am badly mistaken, most of us 
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would agree that it is proper to create con- 
tingency reserves whose effect is stabiliza- 
tion. If that is so, I do not see the purpose 
of injecting a statement of this sort in our 
Statement of Principles. It is very trite. 
It is similar to a legislature passing a law 
and saying, “It shall be illegal to commit 
a crime.”” Nobody is trying to create con- 
tingency reserves with any sinister motive, 
and I don’t think we ought to inject into 
our statement words like “distorted” and 
“arbitrary.’’ Anybody who creates a con- 
tingency reserve has a perfectly legimate 
motive in mind. 

I am wondering what the attitude of the 
rest of the members is concerning that 
statement. 

Mr. Harry D. KERRIGAN: The gentle- 
man who just spoke used the work “‘stabil- 
ized,’’ and while the adjustment setting up 
the reserve has the effect of modifying the 
figure, I would dispute that the effect is to 
stabilize it, for stabilization there is a 
foreign word and has a foreign concept. 
You may modify the figure, but you should 
not want to think in terms of stabilization. 

Mr. Lanec: A reserve for repairs is 
nothing but a device to stabilize the repair 
charge over a number of accounting pe- 
riods, and I would like to know what other 
purpose there is in a reserve for repairs. 

Mr. KERRIGAN: Please explore for us 
for a moment your conception of stabiliza- 
tion, for I am completely ignorant of the 
concept of s‘abilization that you seem to 
have in mind. 

Mr. Lane: I didn’t raise the question. 
It was raised by the Statement of Ac- 
counting Principles. 

Mr. KErricaNn: The effect of certain 
adjustments, say, current provision for 
contingencies, may be to change a figure 
that otherwise could be different. But Iam 
sure the effect is not one of stabilization. 
It is for greater accuracy. Stabilization, 
to me, means a deliberate and positive 
endeavor to introduce reporting of net 
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income for purposes other than accuracy, 
and that, of course, is something for which 
there can be no positive limits. Stabiliza- 
tion is put in there as something to avoid, 
not something to safeguard and preserve. 

CHAIRMAN LITTLETON: Do you think, 
Mr. Kerrigan, that you would be inclined 
to accept “equalization” as a synonym for 
stabilization here? 

Mr. KERRIGAN: No, sir. Equalization 
and stabilization bring to mind points of 
view which are foreign to our premise. 
When you say “equalizing income over 
several years,” that is contrary to the na- 
ture of things. 

CHAIRMAN LITTLETON: Haven’t you just 
said that stabilization is counter to the 
nature of things, in the same sense? 

Mr. Kerrican: Yes, I have. Mr. Lang 
intimated that stabilization was a desir- 
able objective, and I would say equaliza- 
tion is not a legitimate objective. 

LittLeton: That is the point 
I wanted to raise. Mr. Lang, what about 
your reaction to equalization? Are you of 
the same opinion? 

Mr. Lane: I think probably, if I have 
to choose between the two words, stabili- 
zation is the better. I mentioned before 
the matter of the reserve for repairs. It is 
not a case of equalizing the charge in the 
literal sense of having the same amount 
charged off each period. Reserve for re- 
pairs might be based on so many cents 
per ton or so many cents per unit of prod- 
uct, and where production is unequal 
naturally you produce unequal charges. 
Nevertheless, the purpose is not to charge 
off to profit and loss in some one period a 
major repair charge, but to spread it out 
over the years, and I think the word 
“stabilization” would be preferable to 
“equalization.” 

CHAIRMAN LITTLETON: Do you want to 
say a word about “artificial?” We have 
discussed “‘stabilize” and “equalize.” Now, 
the adjective, “artificial” — 
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Mr. Rowtanp: “Artificial” and “arbi- 
trary” are the words, I think. 

Mr. Row anp: It seems to me that the 
two previous speakers have been discuss- 
ing the unimportant word in this para- 
graph. The importance is not in the word 
“stabilization” or “equalization” or some 
synonym. The importance of this para- 
graph, as I read it, is in the words “dis- 
torted,” “artificially,” “arbitrary,” or 
“overstating expenses.” Those are the 
significant words in the paragraph, and if 
we improve those words, then there is 
nothing to be criticized in this particular 
principle. 

The only point I would make is this: 
Whether it is necessary, when you set up 
reserves for repairs, reserves for contin- 
gencies, self-insurance reserves, to go 
through the procedure of restoring those 
reserves to income and then taking the 
actual charges against the income account, 
or whether, as is most common in my ex- 
perience, you charge the expenses and 
losses directly against the reserve. 

Take the self-insurance reserves: a com- 
pany I have in mind has for years been 


setting up a reserve for self-insurance on 
a stated procedure, and the method of 
accounting then is to charge the losses as 
they occur from time to time against the 
reserve. Now, I would criticize that para- 
graph because it indicates that that pro- 
cedure is wrong, and that what should be 
done is to restore these reserves back to 
income and then make the actual charges 
there. 

Mr. Broap: Isn’t that covered by the 
last sentence on this page: ‘““This comment 
does not apply to operating reserves cre- 
ated by means of carefully determined 
charges to current operating expenses?” 

Mr. Row ann: The same point is again 
raised later when we discuss charges 
against income. We say that reserves for 
contingencies and so on should be restored 
to income and the charges made directly 
against income. I don’t think that is cor- 
rect unless you read it with this last sent- 
ence on the bottom of page 6, which Mr. 
Broad mentioned. 

CHAIRMAN LITTLETON: Thank you very 
much for your attendance. We stand 
adjourned! 


ACCOUNTING PRINCIPLES UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 


Prepared by The Executive Committee of the American Accounting Association 
and reprinted from THE AccouNTING REVIEW of June 1941 


PREFATORY NOTE 
IVE YEARS AGO this month the Execu- 
tive Committee of the American Ac- 
counting Association published in THE 
AccoUNTING REVIEW a statement of 
“tentative principles” relating to the finan- 
cial reports of corporation. Since then 
numerous criticisms of this effort have ap- 
peared and other groups have given seri- 
ous attention to the formulation of ac- 
counting principles. The present Execu- 
tive Committee of the Association believes 
that these efforts justify faith in the con- 


tinued orderly development of accounting 
principles and in the ability of accountants 
to guide this development in accordance 
with their own high sense of social re- 
sponsibility. 

It should not be expected that any state- 
ment of principles can constitute the final 
word on the subject or that it can satisfy 
all accountants. Indeed, the Committee 
believes that basic accounting concepts 
should be given continuous study, to the 
end that the needs of those concerned with 
corporate reports, whether as managers, in- 
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vestors, members of regulatory bodies, or 
the general public, may be best served. It 
may be that these basic concepts will 
undergo less modification than changing 
current conditions seem to warrant, and 
certainly less than the language used in 
describing them. In any event, periodic 
restatements, and the discussions preced- 
ing and following them, can have only 
salutary effects. 

In this restatement fundamental propo- 
sitions concerning the functions of ac- 
counting in respect to cost, revenue realiza- 
tion, income, and capital are set forth 
briefly. These are followed by explana- 
tions and applications the list of which 
could be considerably expanded. The pri- 
mary effort has been to bring out those 
points which are of the broadest signifi- 
cance or which have been the object of 
recent attention. 

In the corporate field the most important 
use of accounting lies in the preparation of 
statements of financial position and of 
operating results. So many vital decisions 
of business and government depend on the 
interpretation of such statements that they 
have come to be of prime economic and 
social significance. 

The subject may be approached by con- 
sidering the uncertainties of corporate ac- 
counting practice which sometimes vitiate 
comparisons of published financial state- 
ments of different corporate enterprises, 
and even comparisons of the financial 
statements of the same enterprise for 
successive years. In some instances busi- 
hess managements and accountants have 
permitted themselves such freedom of ac- 
tion that published statements have been 
difficult of interpretation without exten- 
sive supplemental information. 

To avoid these difficulties every corpo- 
rate statement should be based on account- 
ing principles which are sufficiently uni- 
form, objective, and well understood to 
justify opinions as to the condition and 
progress of the business enterprise behind 


it. No one on casual inspection of financial 
statements can arrive at a thorough under- 
standing of a corporation’s affairs; but it 
should be possible for a person moderately 
experienced in business and finance to 
examine such statements with the expecta- 
tion of deriving from them basic financial 
facts on which judgments may be premised. 

Business enterprises so differ in nature 
that in the application of principles to any 
one organization some allowance must be 
made for its individual characteristics and 
for those of the industry. It should never- 
theless be possible to agree upon standards 
of adequacy and reasonableness in the pre- 
sentation of corporate financial statements 
which will eliminate variations in account- 
ing procedure resulting not from the pecu- 
liarities of individual enterprises, but 
rather from the lack of acceptance of well- 
conceived, common standards. 

The principles advocated here and their 
suggested applications represent levels of 
accounting practice departures from which 
should be viewed with concern. They do 
not by any means cover all the points at 
which difficulties are experienced, but they 
constitute a foundation on which more de- 
tailed and not inconsistent standards for a 
particular industry or enterprise can be 
built. 

Differences in business enterprises and 
in management needs are nowhere better 
illustrated than in the varied forms of in- 
ternal reporting, but whatever additional 
records and reports are required should not 
obscure the necessity of furnishing the 
stockholder, the creditor, and the general 
public with financial statements which 
adhere as far as possible to standards ob- 
jectively determined. 


THE Basic ASSUMPTION 
The purpose of periodic financial state- 
ments of a corporation is to furnish informa- 
tion that is necessary for the formulation of 
dependable judgments. A knowledge of the 
origin and expiration of the economic re- 
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sources of a company and the resultant 
changes in the interests of its creditors and 
investors is essential to this purpose, and 
these facts should be expressed in such a 
manner as to make the financial statements 
both intelligible and, as far as possible, com- 
parable with statements of other periods and 
of other corporations. The reader of a state- 
ment should be able to assume that, in the 
absence of clear indications to the contrary, 
certain basic principles or standards have 
been followed. To achieve this end a unified 
and coordinated body of accounting theory is 
required. 
A. Cost 

Factors of production and other re- 
sources of an enterprise are measured at 
the date of acquisition by costs incurred or 
amounts invested, on a cash or cash- 
equivalent basis, and at later dates by the 
balances of costs incurred or amounts in- 
vested after taking into account the effects 
of operation and other subsequent events. 
Similarly the rights of creditors and stock- 
holders are measured initially by amounts 
contributed, on a cash or cash-equivalent 
basis, and subsequently reflect the cumu- 
lative results of operations, distributions, 
and other corporate activities. 

1. Cost incurred is measured by cash 
outlay or by the fair market value of con- 
siderations other than cash. Where pro- 
ductive factors or other resources are ac- 
quired by donation or some similar process 
fair market value at the date of acquisition, 
carefully determined in the light of all avail- 
able evidence, becomes the basic measure. 

2. Costs incurred should be appropri- 
ately classified to facilitate tracing and 
absorption in terms of operating activity 
and accounting periods; for example, a 
primary basis of classifying fixed assets is 
that which separates depreciable from non- 
depreciable property. The total cost of the 
several classes of assets acquired by a 
lump-sum payment should be distributed 
after careful consideration of the nature 


and condition of each unit of property, 
intended use and prospective earning 
power, and other pertinent data. 

3. For each accounting period there 
must be a determination of the amount of 
cost which has been absorbed in producing 
revenue or has otherwise expired, and also 
the amount of cost which is reasonably ap- 
plicable to future operations. Diminutions 
or partial expirations of cost not subject to 
precise measurements must be determined 
largely upon the basis of business experi- 
ence and expert opinion rather than by 
rigid formula. In each industry and in each 
enterprise reasonably consistent policies 
and procedures need to be developed. In 
the case of depreciable or amortizable re- 
sources the minimum requirement is that 
the cost of each asset be spread as uni- 
formly as possible over its productive life. 

4. Costs of productive factors or other 
resources which are no longer useful should 
be reduced to realizable value, if any; and 
in the case of resources to be continued in 
use or held for sale only such portion of 
their costs as may reasonably be assigned 
to future periods should be carried in the 
balance sheet. 

5. The excess of the face or maturity 
amount of a liability over the cash or cash 
equivalent supplied by the creditor repre- 
sents a form of interest payable at ma- 
turity; on a balance sheet the unaccrued 
portion of such interest should preferably 
appear as an offset to the maturity amount 
of the indebtedness. Conversely, the ex- 
cess of the cash or cash equivalent sup- 
plied by the creditor over the maturity 
amount represents a liability payable from 
period to period as a part of nominal inter- 
est payments; on a balance sheet any un- 
paid portion of such liability should appear 
as an addition to the maturity amount of 
the indebtedness. 

6. When a liability is retired, either at 
maturity or earlier, all related items should 
be eliminated from the balance sheet, in- 
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cluding unpaid premium or unabsorbed 
discount and expense. Expenses incurred 
in retiring the obligation and any redemp- 
tion premium, not including the cost of 
issuing new securities, should be absorbed 
in the period of retirement. 

7. Values other than costs applicable to 
future periods should be treated in balance 
sheets as supplementary data, and then 
only when supported by substantial evi- 
dence. Such data should be adequately de- 
scribed and shown parenthetically, by 
footnote, or in separate schedules, to avoid 
obscuring the basic cost figures. 

8. In the case of resources received in ex- 
change for product or other assets, the 
selling price of the product or other assets, 
expressed in realizable cash terms, becomes 
the cost of such resources received for sub- 
sequent accounting purposes. 


Comments 


The cost principle stated above, together 
with the examples of its application, is 
sufficiently definite to provide a common 
basis for statement procedure. It should be 
applied with enough flexibility to meet 
business and financial needs under all 
ordinary circumstances. A marked change 
in the value of money might impair the 
usefulness of cost records; however, such 
changes in price levels as have occurred in 
this country during the last half century 
have afforded insufficient reason for the 
adjustment of asset values. 

The adoption of the cost principle elim- 
inates the heterogeneous results of ac- 
counting practices which have permitted 
periodic revaluation of assets, up or down, 
in accordance with current price levels and 
temporary business developments. The 
history of cost and cost amortization con- 
stitutes an essential starting point in finan- 
cial interpretation. 


B. REVENUE 


Revenue is measured by the realizable 
value, on a cash or equivalent basis, of the 
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product of the enterprise, either goods or 
services. Revenue may be said to accrue, 
in a broad sense, as the process of produc- 
tion advances, but revenue is generally 
recognizable in the accounts only as vali- 
dated by delivery of goods or services to 
customers, with concurrent acquisition of 
cash or cash equivalent. 

1. Where the immediate consideration 
received from the customer is in a form 
other than cash the amount of revenue 
realized and recognizable is restricted to 
the cash value of the consideration. Where 
revenues are recognized in terms of ac- 
counts receivable periodic adjustments 
must be made for estimated returns, un- 
collectibles, and other offsets. 

2. As a rule the recognition of revenue 
must await the transfer of legal title to the 
customer. In the construction industries, 
however, and in other special cases, the 
accounting for periodic revenue may prop- 
erly begin with the billing of the customer 
as work in progress is approved, in con- 
formity with the terms of the contract; or 
some other reasonable modification of the 
usual rule may be employed. 

3. In the case of interest, rent, royalties 
and related forms of contractual revenues 
recognition on a strict accrual basis, in ac- 
cordance with the conditions of the con- 
tract, is preferred practice. 

4. Where the collection of the selling 
price of the product is spread over an ex- 
tended period, or circumstances render col- 
lection in full highly uncertain, or sub- 
stantial costs are incurred after the point 
of sale or delivery, the measurement of 
revenue strictly in terms of cash received 
for product furnished may be justified. 

5. Discovery value, timber growth, and 
other forms of accretion are generally not 
to be recognized as realized revenue. 

6. Appreciation or enhancement result- 
ing from changing market prices of exist- 
ing units of property does not represent 
realized revenue. 
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7. Revenue may be realized through the 
sale of resources not to be classed as prod- 
uct. 


Comments 


Occurrences which make possible the 
recognition and measurement of revenue 
vary with the character of business trans- 
actions. The most widely recognized occur- 
rence is the act of delivering to customers 
the products or services of a business. In 
some instances, such as performance under 
long-term contracts, revenue may be 
recognizable before delivery or transfer of 
title. Other events may be satisfactorily 
recognized in certain industries, provided 
two conditions are met: the existence of an 
objectively determined basis of recognition 
and measurement, and consistency in prac- 
tice from period to period. 


C. INCOME 


Income is measured by matching reve- 
nues realized against cost consumed or 
expired, in accordance with the cost prin- 
ciple. All such revenues and costs should be 
reflected in the income statement. Only in 
this manner can the income statements of 
a corporation express completely its entire 
income history for a period of years. For 
any one year the income statement should 
reflect all realized revenues, and all costs 
and losses written off during that year, 
whether or not they have resulted from 
ordinary operations. 

1. The income statement for any given 
period should be divided into such sections 
as may be required to show not only par- 
ticularsof revenues from and the expensesof 
the operations of the current period, meas- 
ured as accurately as may be at the time, 
but also profits and losses from revenue 
realization and cost amortization not ordi- 
narily associated with the operations of the 
current period. 

2. The current-operations section of the 
income statment should disclose revenues 


realized and operating costs, including ap- 
plicable depreciation and other amortiza- 
tion of assets. This section should be sub- 
divided or departmentalized to show the 
sources and results of each major income- 
producing activity and to furnish informa- 
tion helpful in the determination of trends 
in revenues and expenses. 

3. Other sections of the income state- 
ment should list in reasonable detail inter- 
est on borrowed money, adjusted for debt 
discount and premium; so-called capital 
gains and losses; extraordinary charges and 
credits to income, including substantial ad- 
justments which may not be attributable 
to the ordinary operations of the current 
year; gain or loss from the discharge of 
liabilities at less or more than their re- 
corded amount; and income and profits 
taxes. 

4. Income should not be distorted or 
artificially stabilized by creating arbitrary 
reserves either by appropriating income or 
surplus or by overstating expenses in cer- 
tain periods and subsequently charging to 
such reserves expenses and losses pertain- 
ing to succeeding periods. Earned surplus 
reserved for contingencies or for similar 
purposes does not lose its character as 
earned surplus; expenses or losses arising 
from contingencies thus anticipated should 
be reflected not as reductions of the reserve 
but in the income statement of the period 
in which they are recognized. 

5. Corporate income is not affected by 
the issuance, purchase, or retirement of the 
corporation’s own stock, adjustments of 
capital-stock accounts, or dividend dis- 
tributions by the corporation. 


Comments 


The objective of the income principle is 
to develop a series of income statements 
which, for the life history of the corpora- 
tion, will include all gains and losses. To 
this and the income statement for each 
fiscal period should show not only the 
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items affecting current results, but also any 
adjustments for gains or losses which may 
not be regarded as strictly applicable to 
the operations of the current period but 
which have nevertheless been first recog- 
nized in the accounts during the period. 
If net income is to have any meaning the 
factors influencing it must be isolated and 
given a distinct and unified expression. 
This is possible if all gains and losses are 
carried through a single medium to earned 
surplus. It is impossible if expense charges, 
losses, or income credits may be carried 
directly to surplus or to surplus reserve. 
This comment does not apply to operating 
reserves created by means of carefully de- 
termined charges to current operating ex- 
penses. 

In view of the emphasis given to compu- 
tations of earnings per share, and to other 
measures of corporate performance, a com- 
mon yardstick is needed. The fact that it 
may not be possible to measure precisely at 
the end of any year all costs which have 
been acquired or dissipated during that 
year makes it essential to encompass 
within a single statement not only the 
best possible measure of income from 
ordinary operations, but also gains and 
losses from events not always associated 
with the transactions of a single year. 


D. CAPITAL 


Corporate capital, the equity of stock- 
holders of all classes in the enterprise, 
consists of two major divisions—capital 
paid in by present and past stockholders 
and earned surplus—which must be segre- 
gated and clearly differentiated on the 
balance sheet. No transfers may be made 
from the former to the latter either directly 
or indirectly. Where corporate laws permit 
the payment of dividends from paid-in 
capital, the extent to which paid-in capital 
is available for that purpose should be indi- 
cated on financial statements. 

1. Paid-in capital is initially measured 
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by amounts received for shares issued, 
whether recorded on the books as capital 
stock or paid-in surplus. It may be in- 
creased by credits from the reissue of 
shares reacquired, and transfers from 
earned surplus to capital-stock account by 
means of stock dividends, recapitaliza- 
tions, or otherwise. It may also include 
amounts contributed by persons other 
than stockholders. Reductions of paid-in 
capital may be caused by the redemption 
or other reacquisition of outstanding 
shares, payments of liquidating dividends, 
and the absorption of a deficit. 

2. Earned surplus should be credited or 
charged only with the following: the bal- 
ance of periodic net income; distributions 
to stockholders, including amounts credited 
to paid-in capital upon the issuance of stock 
dividends; amounts transferred to and 
from earned-surplus reserves; and losses 
recognized in recapitalizations. Earned 
surplus should include no credits from 
transactions in the company’s own stock 
or transfers from paid-in capital accounts. 

3. Reserves set aside to indicate the 
manner in which profits have been in- 
vested or to reflect contingencies are sub- 
divisions of earned surplus and should not 
be used for the absorption of expenses or 
losses, or for the writedown of tangible or 
intangible assets. Charges for all cost 
amortization and asset values expired 
should be by way of the income account. 

4. A reduction of the par or stated value 
of capital stock for the purpose of absorb- 
ing a deficit should be approved by stock- 
holders, and earned surplus thereafter 
should be so labeled as to indicate that it 
dates from the time the deficit was elim- 
inated. 

5. Periodic reports should contain an- 
alyses of changes in paid-in capital and 
earned surplus, including sales, purchases, 
conversions, and exchanges of capital 
stock, stock dividends, and transactions 
affecting earned-surplus reserves. 
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6. Paid-in surplus created by a reduc- 
tion in the stated value of preferred stock 
without a corresponding reduction in its 
liquidation preference should be appro- 
priately designated and shown in conjunc- 
tion with the reduced stated value of the 
preferred stock. In all cases the preference 
upon liquidation should be disclosed. 

7. The outlay for reacquired shares of 
capital stock, provided the shares are re- 
issuable, should be shown on the balance 
sheet as an unallocated reduction of capital 
stock and surplus, and any consequent re- 
striction on surplus distributions should be 
disclosed. If the shares are not reissuable, 
or if they acquire the status of unissued or 
retired shares, such outlay should be 
charged to capital-stock account up to the 
amount by which capital stock has been 
formally reduced; the balance remaining 
should be charged to paid-in surplus, if 
any, up to an amount not in excess of the 
prorata portion of the paid-in surplus ap- 
plicable to that number of shares; any part 
of the outlay which cannot thus be ab- 
sorbed should be charged to earned surplus 
as constituting a distribution thereof. In 
case shares are retired at a figure less than 
their par or stated values, the resulting 
balance should be regarded as paid-in sur- 
plus. The excess of the reissue price of re- 
acquired shares over their cost is paid-in 
capital; an excess of cost over the reissue 
price is in effect a distribution to a retiring 
stockholder and is chargeable to earned 
surplus. 


Comments 

The application of the capital principle 
is handicapped in some degree by conflict- 
ing provisions of corporation laws. It is not 
necessary, however, to adopt in account- 
ing practice the interpretations and ex- 
pedients found in various corporation acts, 
The principle suggested above represents 
at most some restriction on procedures 
which may have been legalized but which 
are not in accord with commonly accepted 
accounting methods. 

The objective in these applications is to 
make an effective distinction between con- 
tributed capital and capital accumulated 
as a result of earnings. Attainment of this 
objective requires that no portion of any 
stockholder’s contribution be credited to 
earned surplus, although the retirement of 
a stockholder’s equity may involve a dis- 
tribution of earned surplus if the amount 
paid exceeds his prorata portion of paid-in 
capital. 

When capital has been contributed to a 
corporation for permanent use, or has been 
dedicated to that use through the issue of 
a stock dividend, it should not be used 
later to increase earned surplus, either 
through absorption of losses or write-offs, 
or through direct credit. The only excep- 
tion occurs when a deficit in earned surplus 
is eliminated through a restatement of 
capital equities approved by stockholders; 
and in such cases future statements of 
earned surplus should designate the point 
of time from which the new surplus dates. 
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CONVENTION REPORT 


Proceedings of the Twenty-Sixth Annual Convention of the 
American Accounting Association 
New York, New York 
December 29-30, 1941 


tion of the American Accounting 

Association was held at the Hotel 
Astor, New York, New York, on Decem- 
ber 29-30, 1941. The program was as 
follows: 


Te TWENTY-SIXTH Annual Conven- 


Sunday, December 28, 10:30 A.M. 


Meeting of Executive Committee 


First Session, Monday, December 29, 9:30 A.M. 
to 4:30 P.M. 


CuarRMAN: E. L. Kohler, Chicago, Illinois 


Toric: Accounting Principles Underlying Corpo- 
rate Financial Statements 
Paper: “The Cost Principle,” Walter A. Staub, 
Lybrand, Ross Bros. & Montgomery, New 
York, N. Y. 
Discussion by W. A. Paton, University of 
Michigan 
Paper: “The Revenue and Income Principles,” 
James L. Dohr, Columbia University 
Discussion by Howard C. Greer, Kingan & Co., 
Indianapolis, Indiana 
PaPer: “The Capital Principle,” Samuel J. 
Broad, Peat, Marwick, Mitchell & Co., New 
York, N. Y. 
Discussion by William W. Werntz, Securities 
and Exchange Commission, Washington, 


Second Session, Monday, December 29, 6:30 P.M. 


Dinner and Business Meeting 
Reports of Officers and Committees 
Election of Officers 


Third Session, Tuesday, December 30, 9:30 A.M. 
Round Tables 
Toric A: Accounting Principles 
Carman: A. C. Littleton, University of Illinois 
This round table is scheduled to give members 


an opportunity to discuss the recent statement 
by the Executive Committee, “Accounting Prin- 


ciples Underlying Corporate Financial State- 
ments.” Speakers at the first session will be pres- 
ent to participate in this discussion. 


Toric B: Examinations 


Cuarrman: E. A. Heilman, University of Minne- 
sota 
Papers: “The Use of Objective Examinations in 
Elementary Accounting,” R. C. Dein, Uni- 
versity of Minnesota 
“Examination Techniques and Methods in Ad- 
vanced Accounting,” N. L. Burton, Univer- 
sity of Buffalo 
“The Standard C.P.A. Examination as De- 
veloped by the American Institute of Ac- 
countants,” John H. Zebley, Jr., Chairman, 
Board of Examiners, American Institute of 
Accountants 


Fourth Session, Tuesday, December 30, 2:00 P.M. 
Round Tables 


Topic A: Cost Accounting Problems Arising Out 
of the Defense Program 
CHAIRMAN: Herbert F.' Taggart, Office of Price 
Administration, Washington, D. C. 
Papers: “Problems of Cost Accounting Instruc- 
tion in Connection with the Emergency 
Training Program,” S. P. Garner, University 
of Alabama 
“Cost Accounting Problems in Connection with 
Price Control,” Martin L. Black, Jr., Office 
of Price Administration, Washington, D. C. 
“Cost Accounting Problems in Connection 
with Government Contracts,” Lieutenant 
Commander Hermann C. Miller, U.S.N.R. 


Topic B: Federal Accounting 


CHarIrRMAN: Fayette H. Elwell, University of Wis- 
consin 

Papers: “The Execution of the Federal Budget,” 
J. Weldon Jones, Bureau of the Budget, 
Washington, D. C. 

“The Role of Accounting in the Administration 
of the Affairs of the United States Govern- 
ment,” E. F. Bartelt, Commissioner of Ac- 
counts and Deposits, United States Treasury 
Department, Washington, D. C. 
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“The Audit Function in the Federal Govern- 
ment,” Joel Hunter, Jr., Atlanta, Ga. 

“Financial Reports of the Federal Govern- 
ment,” Lloyd Morey, University of Illinois 


Monday, December 29, 6:30 P.M. 
Meeting of members at banquet session 


The business session was called to order 
at 8:30 PM. 

President Chamberlain introduced those 
sitting at the speakers’ table. 

The first order of business was the re- 
port of officers. President Chamberlain 
presented the following report: 


Report of the President 


Six years ago in this city at the Twenti- 
eth Annual Meeting of the American As- 
sociation of University Instructors in Ac- 
counting our Association was reconstituted 
as the American Accounting Association. 
At that time many of us felt that what 
was accomplished at that meeting was 
only a streamlining of our name and only 
a few recognized the change as particularly 
significant. Until the change, ours was an 
association of teachers who met once a 
year to read papers and discuss teaching 
methods, course and curricula content and 
accounting theory. Our executive commit- 
tee usually met at breakfast or lunch on 
one of the days of the annual meeting and 
disposed of the business of the year in a 
comparatively short time. True, we pub- 
lished an excellent magazine, but I doubt 
that anyone will accuse me of understate- 
ment when I say that the influence of the 
Association was not great. 

For some years prior to 1936 a small 
group of our members were attempting to 
awaken the Association to its opportunity 
to render a real service. They organized 
the Accounting Research Council and they 
talked at every opportunity of research 
and accounting principles. Many of us 
were not sure that we understood what 
they were talking about or what they 


hoped to accomplish and certainly we 
gave only scant encouragement. These 
men, recognizing the growth and influence 
of the accounting profession, foresaw the 
social responsibility that would and should 
be placed on the accountant. They feared 
governmental regulation of the profession 
but they saw regulation coming if every 
man was to be a law unto himself. They 
felt that the members of the profession 
engaged in academic work were in a par- 
ticularly fortunate position to serve and 
contribute to the profession as a whole. 

To say that there was no active opposi- 
tion to the views held by these men would 
be considerably short of the truth. Within 
our own Association and among account- 
ants who were not members, the opposi- 
tion was strong. Many of our own men- 
bers felt that a change in objectives was 
unnecessary and undesirable. Outside of 
the Association the opposition was even 
more vigorous. I suppose this was to be 
be expected for it seems to be a char- 
acteristic of humans to resist change. 
Change upsets the status quo and there are 
always large numbers quite satisfied with 
the status quo. 

After the reorganization of the Associa- 
tion it was not long until we began to 
understand what these men had been 
talking about. In the March, 1936 issue 
of the AccounTING REviEw there ap- 
peared the statement of objectives of the 
Association. This was followed in the 
June, 1936 issue of the Review by the 
“Tentative Statement of Accounting Prin- 
ciples Underlying Corporate Financial 
Statements.” For several months follow- 
ing the publication of the “Tentative 
Statement” there was a lull, but it was 
only the lull before the storm. I have been 
told that some of the members of the Ex- 
ecutive Committee responsible for the 
“Tentative Statement” expressed keen 
disappointment during that quiet period. 
They had hoped to draw fire but they 
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feared they had fired a “dud.” They were 
impatient for action; they wanted prin- 
ciples discussed and debated, and they 
feared they were not going to find anyone 
with whom to discuss or debate. How 
wrong they were we now know, for it was 
only a short time until almost every issue 
of the Review and the Journal of Ac- 
countancy carried articles dealing with the 
“Tentative Statement” or the general 
subject of accounting principles; books 
and monographs dealing with the subject 
of principles began to make their appear- 
ance and State societies of accountants, 
this Association and the American Institu- 
tute of Accountants were all discussing 
principles at their meetings. 

For five years following the appearance 
of the “Tentative Statement” each suc- 
ceeding executive committee of the As- 
sociation has given first place to the 
subject of principles. Criticisms of the 
“Tentative Statement” have been care- 
fully studied, discussed and evaluated and 
the point of view of the statement itself has 
been constantly under discussion by the 
committees. At the first meeting of the 1941 
committee it was decided that a revised 
statement should be issued this year. This 
revised document was completed and pub- 
lished in the June, 1941 issue of the RE- 
view. In my opinion the new statement is 
a real tribute to the authors of the ‘“Ten- 
tative Statement”—the 1936 Executive 
Committee—for while some things have 
been added and the form has been changed 
the substance of the “Tentative State- 
ment’’ still stands. After five years of ex- 
posure on the firing line there has been no 
compromise and there has been no retreat 
from the position taken in 1936. 

In the six years since we last met in 
this city our Association has assumed an 
important place in the accounting world 
and of this we, as members of the Associa- 
tion, are all justly proud. The pronounce- 
ments of the executive committees and 


the research projects completed during 
that period have had far-reaching effects 
on accounting thought and accounting 
practice. The practicing accountant and 
governmental agencies as well as the teach- 
ing accountant have come to expect leader- 
ship from the Association. We are no long- 
er just an organization of teachers meeting 
to discuss our class-room problems. 

With the growth in influence of the As- 
sociation, there has naturally come in- 
creased responsibility. If we are to dis- 
charge that responsibility and other and 
even greater responsibilities that will un- 
doubtedly be placed upon the accountant, 
we must not relax in our study of principles 
or in other research efforts. Rather we 
must step up the tempo so that when we 
are called we shall not be found wanting. 

Now, I must report to you on the work 
of the Association for the year. As I men- 
tioned before, at the first meeting of the 
1941 executive committee, it was decided 
that the Association should issue, during 
the year, a revision of the “Tentative 
Statement.” At that meeting I appointed 
a committee of eight members, five of 
whom were members of the executive com- 
mittee. That committee, which for want 
of a better name we called the Projects 
Committee, was charged with the re- 
sponsibility of examining all the published 
criticisms of the “Tentative Statement” 
and of drafting a new statement. Between 
January and June this committee held 
five week-end meetings, and six drafts of 
the statement were prepared. Drafts 4 and 
5 were sent for criticism to the members 
of the committee on Accounting Procedure 
of the Institute and to a number of other 
accountants. All comments received were 
carefully considered by the committee 
and changes were made when it seemed 
advisable. Draft number 6 was then pre- 
pared and it was unanimously approved 
by the executive committee, and ordered 
printed in the June issue of the REVIEW 
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as a pronouncement of the executive com- 
mittee. 

This is a very brief statement of the 
most important piece of work done by the 
Association during the past year and does 
not do justice to the hours of labor in- 
volved. Every four or five weeks from 
January to June this committee met and 
worked, and when they left for their trains 
on Sunday evening they were a little the 
worse for wear; but they carried with them 
jobs to be done—hours of work to be per- 
formed outside the committee room in 
preparation for the next meeting. No pres- 
ident of this or any other organization has 
ever had a more loyal group of helpers, 
and for myself and the Association I want 
to thank Mr. E. L. Kohler, the chairman 
of the Projects Committee, and Messrs. 
Blough, Dixon, Greer, Littleton, Paton, 
Taggart, and Winter, the other members 
of the committee. 

The Membership Committee, headed by 
Professor Leland has been carrying on an 
active and successful eampaign. The re- 
port of our secretary will show that we 
have enrolled 224 new members this year, 
and this in large measure is due to the 
work of the Membership Committee. The 
membership of the Association has now 
reached the all-time high of 1,184. I want to 
thank Professor Leland and the members 
of his committee for their efforts on behalf 
of the Association. 

While on the question of membership, 
I have often wondered why the member- 
ship in this Association is not several times 
as large as it is. We have an active and in- 
terested membership but apparently most 
of our members feel that the job of recruit- 
ing new members is one for the Member- 
ship Committee. It is not the job of the 
Membership Committee alone, for that 
committee, regardless of how hard it 
works or how efficient it is, can hope to 
reach but a small fraction of those who 
should belong to the Association. Every 


member of the Association, whether for- 
mally appointed or not, should regard 
himself as a member of the membership 
committee. 

During the past year no new mono- 
graphs were issued, though it was neces- 
sary to have a new printing of 5,000 copies 
of Am Introduction to Corporate Account- 
ing Standards by Paton and Littleton. 
Monograph No. 1, Principles of Public 
Utility Depreciation by Perry Mason is 
now out of print but a revised edition of 
this book will be published early next year. 

Continuing the practice established last 
year the American Institute of Account- 
ants has supplied the Association with 
copies of the accounting research bulletins 
issued by its Committee on Accounting 
Procedure and the Institute in turn is now 
distributing to its members our statement 
“Accounting Principles Underlying Cor- 
porate Financial Statements.” Again this 
year representatives of this Association 
were invited to attend and participate in 
the deliberations of the Council of the 
Institute at its Spring Meeting. Professor 
Paton and I attended this meeting. 

No report of the affairs of this Associa- 
tion would be complete without a word of 
comment on the ACCOUNTING REVIEW. 
For years now—and 1941 was no excep- 
tion—we have been receiving from the 
hands of the Editor a magazine of such 
high quality that we have come to take 
the REviEw for granted—we have become 
accustomed to excellence and we are never 
disappointed. Whatever standing this As- 
sociation has today is to a great extent 
the result of the effort that has gone into 
the Review. The efforts of this Associa- 
tion to contribute to the development of 
accounting principles have attracted con- 
siderable attention, but without the back- 
ing of the Review the product of those 
efforts would have died aborning. I know 
that every member of this organization 
recognizes and appreciates the value of 
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the Review and I am sure that every 
member feels indebted to its Editor. 

Having been the Secretary-Treasurer of 
the Association for the four years prior to 
this year, and having worked during the 
past year in the same city with the present 
holder of that office, I feel that I am in a 
fair position to appraise the job done by 
Professor Dixon. Without going into all 
the duties and details of the Secretary’s 
job, for their number is legion, let me as- 
sure you that those duties have never been 
performed better or more efficiently. The 
Association, as the report of the Secretary- 
Treasurer will show, is now in the best 
financial condition in its history and a 
large share of the credit for this belongs 
to Professor Dixon. 

I believe I have now given you the 
highlights of the activities of the Associa- 
tion for the year 1941. We have made 
progress, thanks to the interest of our 
members and the work of the various com- 
mittees. It has been a privilege and a 
pleasure to have served this Association. 


Report of the Secretary-Treasurer 


Secretary-Treasurer Dixon presented 
excerpts from the report of membership 
and financial condition of the Association 
through December 15, 1941. 

It was moved by R. L. Dixon that the 
amount of $1,500 be transferred from the 
general fund to the life-membership fund. 
Seconded and carried unanimously. 

Professor Harvey G. Meyer, of Knox- 
ville, Tennessee, described the activities of 
two study groups in Knoxville and Chat- 
tanooga, consisting of American Account- 
ing Association members who hold regular 
meetings for the discussion of articles ap- 
pearing in the AccounTING REVIEW and 
to hear speakers on accounting subjects. 
President Chamberlain suggested that it 
would be desirable for similar groups 
to be formed in various sections of the 
country. 
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Report of Commiitee on Constitution 


The Committee on Constitution pre- 
sented the following amendment to the 
By-Laws: 

Students, during the actual period of registra- 
tion in school, shall be eligible to become associate 
members of the American Accounting Association. 
Nomination for membership may be made by any 
teacher. 

The annual dues of such members shall be 
$1.00, and shall include a subscription to the 
AccouNTING REVIEW during such time as the 
dues are not in arrears. 


Secretary Dixon moved the adoption of 
the amendment to the By-Laws. Seconded 
and carried unanimously. 


Report of Committee on Nominations 


Professor Roy B. Kester, as chairman 
of the Nomination Committee, made the 
following report: 

The Committee on Nominations offers the fol- 
lowing candidates for nomination: 


President: H. F. Taggart, University of Michigan 

Vice President: George Bailey, Detroit; Daniel 
Borth, Louisiana State University; Ira N., 
Frishee, University of California at Los Angeles 

Secretary-Treasurer: R. L. Dixon 

Editor: Eric L. Kohler 

Directors of Research: A. C. Littleton, University 
of Illinois; Frank P. Smith, University of 
Rochester.” 


It was moved and seconded that the 
Secretary be instructed to cast the unani- 
mous ballot for the election of the officers 
nominated. After asking for other nomina- 
tions from the floor and receiving none, 
President Chamberlain put the motion 
and it was passed unanimously. 

President-elect Taggart made a brief 
speech of acceptance. 

The meeting was then opened for dis- 
cussion by members present of the special 
defense courses being offered at the various 
schools. 

The meeting adjourned at 9:30 p.m. 
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Report of Auditor 
American Accounting Association: 


I have made an examination of the accounts 
and records of your treasurer, Robert L. Dixon, 
for the year ended December 31, 1941, and the 
accompanying statements correctly set forth the 
financial position of the Association at December 
31, 1941, and its operating results for the year 
ended on that date. 

Harry D. KERRIGAN 
January 17, 1942 


Exursit I 
American Accounting Association 
Balance Sheet—General Fund 
December 31, 1941 


$3,250.47 
00 


Subscriptions receivable 


Less reserve for bad debts 90.30 38.10 
Advertising receivable 
Equipment 


Total Assets 


Liabilities and Net Worth 
Accounts payable 
Deferred dues income 
Deferred subscription income 


Total Liabilities 
Net Worth: 
Balance December 31, 1940.. $1,269.96 
Net income for the year ended 
December 31, 1941........ 1,764.73 
$3 ,034. 69 


Less transfer to Life Member- 
i 1,500.00 1,534.69 


Total Liabilities and Net Worth... . $3,819.32 


Exarsit II 
American Accounting Association 
Statement of Income and Expense—General Fund 
Year Ended December 31, 1941 


$4,480.00 
2,426.43 
1 1,580.00 00 $8,486.43 


Revenue: 


Subscriptions 
Advertising 

Expenses: 
ACCOUNTING REVIEW 
Projects and Executive Com- 

mittee Expenses 

Secretary’s compensation. ... 
Editor’s compensation 
Printing, postage, stationery . 
Convention expenses 
Clerical expenses 
Bad debts—dues 
Bad debts—subscriptions. .. . 
Miscellaneous expenses 


Net Income (Exhibit I) 


34.00 
526.65 6,721.70 
$1,764.73 


Exarsit 
American Accounting Association 
Balance Sheet—Life Membership Fund 
December 31, 1941 


Account receivable—American 
Institute of Accountants 


Total Assets 


Liabilities and Net Worth 
Royalties payable 
Net Worth: 
Contribution of life members 
Balance December 31, 1940. $2,115.00 


Transfer from General Fund: 
Balance December 31, 1940. $3,500.00 
1941 


Helene December 31, 1940.. $ 273.64 

Net income 1941 382.98 

Total Liabilities and Net Worth... $7,971.17 
Exarsit IV 

American Accounting Association 


Statement of Revenue and Expense—Life-Membershi 
Fund—Year Ended December 31, 1941 


Revenue: 


Sale of monographs 
Interest on bank deposits. . . . 


$ 873.12 
95.25 $ 968: 


Expense: 
Cost of printing Monograph 
No. 3 


Distribution expenses 
Royalties 


$ 432.07 
Add: American Institute of Ac- 
countants’ share of profit on 
sale of Monograph No. 3.... 153.32 
Net income to Life Membership 
Fund (Exhibit ITT) 


SCHEDULE I 
American Accounting Association 
Analysts of Membership 
For the Year Ended December 31, 1941 


Number of members at December 31, 1940... 
New members in 1941 (224, of which 45 became 
effective Jan. 1, 1942) 


Decreases: 
Resignations in 1941 
Deaths in 1941 
Dropped in 1941 


Balance, Membership at December 31, 1941.... 


Assets 
Accounts receivable—mono- 
Less reserve for bad debts. .... 70.70 11, 
$ 
Assets 
Dues receivable.............. 195.00 2.310.00 
Less reserve for bad debts. .... 488 .00 62.00 
5,000.0 
... $1,397.88 
216.00 
$2,284.63 4 
$ 358.34 J 
33.50 
20.01 
585: 
563.71 
500.00 1,064 
500.00 
364.28 179) 
287.95 
12.70 1,248) 
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